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Preface 


In the preparation of this edition of Principles of Accounting, 
Advanced, we have sought and received, as in the past, the generous 
counsel of many teachers who have used the text in previous edi- 
tions. For this co-operation, we are sincerely grateful. 

The content coverage in this edition parallels closely that of the 
immediately preceding edition. However, the chapter dealing with 
the allotment of financial interests to the participants in consoli- 
dations and mergers (Chapter 28 of the fourth edition) has been 
omitted; the essential accounting material therein now appears 
in the Intermediate volume. 

On the other hand, the chapter on public accounts, which was 
discontinued in the fourth edition, has been restored, with revisions 
to bring it up to date. This chapter was restored in compliance with 
numerous requests. 

All of the chapters have been revised, the extent of the revision 
having been influenced by considerations of clarity, of changes in 
the relative importance of topics, and of recent developments in 
accounting thought. 

As in the fourth edition, ten chapters are devoted to the im- 
portant subject of parent and subsidiary accounting and consoli- 
dated statements. These chapters have been almost completely 
rewritten. In previous editions, several of the first chapters dealt 
exclusively with the consolidated balance sheet; subsequent 
chapters were devoted to the consolidated income and retained 
earnings statements. In this edition, the first of the ten chapters 
deals with the consolidated balance sheet exclusively; consolidated 
income and retained earnings statements are introduced in the 


second chapter, and thereafter the three statements are dealt with 
iii 


er PREFACE 
concurrently. We believe that this new organization of the material 
is a significant improvement. 

Both the cost method and the equity method of parent company 
accounting for its investments in subsidiaries are illustrated and 
evaluated; however, in contrast to preceding editions, emphasis 
is placed on the cost method. 

The material dealing with affiliation structures, particularly 
reciprocal and circuit affiliations, has been considerably abridged. 

Matters related to consolidated statements recently have re- 
ceived a great deal of attention from teachers and practicing 
accountants, with the consequent publication of pronouncements 
by the American Accounting Association and the American Insti- 
tute of Certified Public Accountants, the most recent being the 
Institute’s Accounting Research Bulletin No. 51. We believe that 
this edition is compatible with these authoritative expressions of 
opinion, and that it is completely up to date. 

Assignment material has again been tailor-made to be com- 
pletely applicable to, and to cover adequately, the subject matter 
of each chapter. There is a wide assortment of short and long, easy 
and difficult, problems. The workbook accompanying the text pro- 
vides an additional source of assignment material, in objective 
form, for use as class exercises or homework. 

Accounting research bulletins of the American Institute of 
Certified Public Accountants are copyrighted by the Institute. 
Quotations in this text are by its permission. 
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Partnerships 


Organization 


Definitions. ‘‘A partnership,” as defined by the Uniform 
Partnership Act, ‘‘is an association of two or more persons to carry 
on, as co-owners, a business for profit.’’ 

In a limited partnership, the limited partners have no personal 
liability to creditors, but they must maintain their investments at 
the amounts agreed upon. There must be at least one general 
partner who is liable to creditors for debts which cannot be paid 
from the firm assets. Limited partnerships are not permissible in 
some states. 

Articles of partnership. The partnership relation is based 
on a contract between the partners. This contract may be either 
express or implied. 

If two or more persons actually engage in business together as 
co-owners without making an express agreement, orally or in 
writing, the law implies a contract, and a partnership exists. It is 
advisable, however, that the contract be reduced to writing and 
signed by the partners, so that disputes may be avoided as far as 
possible. It is desirable that the articles of partnership contain 
express agreements on the following matters: 


The names of the partners, and the name of the partnership. 
The date on which the partnership contract takes effect. 
The nature and place of business. 


2 PARTNERSHIPS Ch. 1 


The capital to be contributed by each partner; any interest 
charges to be made for failure to contribute the agreed 
amounts; and the treatment (as capital or loan) of any con- 
tributions in excess of the agreed amounts. If assets other 
than cash are contributed, it is advisable to prepare a schedule 
listing the assets and showing the agreed values at which 
they are accepted as capital investments. 

Any division of authority among the partners, if such division 
of authority is desired. Such an agreement is binding upon the 
partners but not upon outsiders without notice, since they are 
entitled to assume that each partner has the right to bind the 
partnership. 

The dates on which net income or loss is to be determined and 
the method of making distributions thereof. 

The drawings or salaries to be allowed. 

The length of time the partnership is to continue, and an agree- 
ment concerning the method of liquidating the partnership at 
the termination of the agreed time. It is also advisable to 
include an agreement covering the contingency of a partner’s 
death. This agreement should stipulate when and how the 
deceased partner’s interest in the capital should be computed 
and paid to his estate, and whether any allowance should be 
made for goodwill. Similar provisions should be made with 
respect to a partner’s retirement. 


Partners’ accounts. A single account (the capital account) 
with each partner may be sufficient; however, other accounts may 
be desirable: 


Drawing accounts. Drawings may be charged to a drawing 
account. However, partners sometimes agree that only those 
drawings that are not in excess of agreed amounts shall be charged 
to the drawing accounts, and that drawings in excess of such agreed 
amounts shall be charged to the capital accounts. 

Drawing accounts normally are closed to the capital accounts at 
the end of the period. If statements are prepared at interim dates, 
the balance sheet may show only the net amount of the balances 
in each partner’s capital and drawing accounts. 

Loan accounts. A loan made by a partner to the partnership is 
generally payable, in the event of liquidation, before payments 
are made on the partner’s capital equity. Therefore, partners’ 
capitals and loans should be clearly distinguished in the accounts 
and the balance sheet. If the articles of partnership contain no 
agreement regarding the amount of capital to be contributed by 
each partner, and if a partner puts additional funds into the busi- 
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ness, a definite understanding should be reached at the time as to 
whether the new funds are to be regarded as additional capital or 
as a loan. 

Loans made by a partnership to a partner should be distinguished 
from ordinary drawings, because loans are presumed to be re- 
payable, whereas drawings are not. 

Loans to or from partners should be shown in the balance sheet 
under a current caption or elsewhere as the terms of the loans 
indicate. 

Opening the books. In opening the books of a partnership, 
entries are made debiting the assets invested, crediting any 
liabilities of the partners assumed by the firm, and crediting each 
partner’s capital account with his investment. 

The assets should be recorded at fair market values at the date 
of organization, because any gains or losses resulting from the 
disposal of the assets are partnership gains or losses, and equity 
requires that they be computed on the basis of the fair value of the 
assets at the date when the partnership acquired them. 


Division of Net Income or Loss 


Bases of division. If the partners make no agreement regard- 
ing the method of dividing net income, the law provides that it 
shall be divided equally, regardless of any differences in capital 
investments, business ability, or time devoted to the business. The 
partners may, however, make any agreement they wish. Some of 
the customary methods of dividing earnings are: 


(1) Equally. 

(2) On some other agreed fractional basis. 

(3) In the capital ratio. 

(4) In the average capital ratio. 

(5) By allowing interest on capitals and dividing the remainder 
in an agreed ratio. 

(6) By allowing salaries to the partners and dividing the re- 
mainder in an agreed ratio. 


Any agreement with respect to net income applies also to losses 
unless there is a specific agreement to the contrary. 

Equal division. Assume that the partnership of A and B 
earns $11,484, and that the net income is to be divided equally, 
either because of an agreement to that effect or because of a failure 
to make any agreement. Each partner will be credited with $5,742. 

Other agreed fractional basis. If the net income of $11,484 is 
to be divided in the ratio of two-fifths to A and three-fifths to B, 
the division will be as shown on the following page. 
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Summary of Division of Net Income 


Partner Ratio Amount 
Ve ee ee ob ooo ooo 26 $ 4,593.60 
Boe Ae ctecons itp icons ae CE ee 36 6,890.40 
MOS eocus ca cs endear tent Ae tae AOR Cae tena tee $11,484.00 


It is sometimes agreed that a portion of the earnings shall be 
divided in one ratio and the remainder in another. To illustrate, 
assume that the first $8,000 of net income is to be divided in the 
ratio of two-fifths to A and three-fifths to B, and that the net 
income in excess of $8,000 is to be divided equally. The division 
should be made as follows: 


Summary of Division of Net Income 


A B Together 

First $8,000 in ratio of 24 and 34.............. $3,200 $4,800 $ 8,000 
Renirainder equally rcs + scot ae nicias casero ae 1,742 1,742 3,484 
TOGA ee Aes «oreo cee mene rene Pree $4,942 $6,542 $11,484 


Capital ratio. If partners desire to divide their earnings in the 
capital ratio, they should have a definite agreement as to what 
capital balances should be used in determining the ratio. Otherwise, 
disputes may arise if investments and drawings during the period 
change the capital ratio. 

To illustrate, assume that A and B invested $10,000 and $20,000, 
respectively, on January 1; that each partner was permitted to 
draw $200 per month against accruing earnings, to be charged to 
his drawing account; and that drawings in excess of that amount 
were to be charged to the capital accounts. 

The following accounts show the original investments of the 
partners, their additional investments, and the drawings in excess 
of $200 per month. 


A, Capital 
Feb. 1 1003) Jan. “1 10,000 
Aug. 1 500 | Sept. 1 2,000 
Nov. 1 200 

B, Capital 
Mar. 1 300 | Jan. 1 20,000 
Aug. 1 200 | July 1 4,000 
Sept. 1 300 


The net income for the year was $11,484. 

If it was agreed that the earnings were to be divided in the ratio 
of the capitals at the beginning of the year, the division should be 
as shown on the following page, 
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Summary of Division of Net Income 


Profit and 
Opening Loss Net 
Partner Capital Balance Ratio Income 
Zils SiRemae 3, a REN h oh, SR a $10,000 14 $ 3,828 
DR werd? Per £2) SAR APD) 9 Oey 20, 000 28 7,656 
ME Ota ee ics RSE, | LE ee $11,484 


If the earnings were to be divided in the ratio of the capitals at 
the end of the year, the division would be as follows: 


Summary of Division of Net Income 
Closing Profit and Net 


Partner Capital Balance Loss Ratio Income 
at See a $11,200 137, © $ 3,738.98 
i Re aan 23, 200 233¢,, 7,746.02 
RSE Ud AN ae a $11,484.00 


Average capital ratio. If the capital balances change during 
the period, neither the capital balances at the beginning of the 
period nor those at the end represent the partners’ capitals used 
by the business during the period. To be entirely fair, considera- 
tion should be given to all changes in each partner’s capital during 
the period, with weightings on a time basis. This may be accom- 
plished by dividing the earnings in the average capital ratio. 

When the average capital ratio is used, the partners should have 
an agreement regarding the amount of drawings which each partner 
is to be allowed without affecting his capital. These agreed drawings 
should be charged to the drawing accounts, and any additional 
drawings should be charged to the capital accounts, because they 
should affect the computation of the average capital ratio. 

The average capital ratio may be computed as follows: 


Multiply each new capital account balance (resulting from an 
investment or a withdrawal chargeable to the capital account 
in accordance with the partnership agreement) by the number 
of time units (months or days, as specified by the partnership 
agreement) the balance remained unchanged. 

Find the sum of these products. 

Divide the earnings in the ratio of these sums. 


In applying the above procedures, observe, first, that the final 
amount in the Balance column should agree with the ending 
balance of the capital account, thus proving the accuracy of the 
various balances; and, second, that the time periods in the Time 
Unchanged column should add to a full. year, thus proving the 
accuracy of the multipliers. The computation is on page 6. 
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Computation of Average Capital Ratio 


Time Dollar- 
Date Debits Credits Balance Unchanged Months 


A, capital: Jan. 1 10,000 10,000 1 mo. 10,000 
Feb. 1 100 9,900 6 mos. 59, 400 

Aug. 1 500 9, 400 1 mo. 9,400 

Sept. 1 2,000 11,400 2 mos. 22,800 

Nov. 1 200 11,200 2 mos. 22,400 

COGAN ronan. arcs ee ae Cee ae 12 mos. 124,000 

B, capital: Jan. 1 20,000 20,000 2 mos. 40,000 
Mar. 1 300 19,700 4 mos. 78, 800 

July 1 4,000 23,700 1 mo. 23,700 

Aug. 1 200 23 , 500 1 mo. 23,500 

Sept. 1 300 23,200 4 mos. 92,800 

LT Otale ects eevee one eee net ee 12mos. 258,800 


Division of Net Income 


Fraction Net Income 


Vee EE eR Oe fe ee en Se. semen tt 1240435, §$ 3,720 
Bes Pte Wee nine Warne ee ea Pore eee eo 25886208 7,764 
Wort) heteeacte dines AMI NE SULA tc Wms aoe ale piace hk $11,484 


The preceding computation determines the ratio between the 
average capitals, but it does not determine the average capitals. 
To compute the average capitals, it would be necessary to divide 
each of the two balances by 12, thus: 


A: $124,000.00 + 12 = $10,333.38, Average capital 
B: $258,800.00 + 12 = $21,566.67, Average capital 


The division by 12 is useless, however, because all that is required 
is the ratio between the average capitals, not the average capitals 
themselves. The ratio between $124,000 and $258,800 is the same 
as the ratio between $10,333.33 and $21,566.67. 

In this illustration, all increases and decreases in the capital 
accounts occurred on the first day of some month. If such changes 
occur during the month, the partners may agree that the changes 
shall date as of the first of the month; or that they shall date as of 
the end of the month; or that entries during the first half of the 
month shall date as of the first day of the month, and entries during 
the last half of the month shall date as of the last day of the month. 
Or the actual number of days may be used. 


Date Debits Credits Balance Time  Dollar-Days 


X, capital: yan, 1 5,000 5,000 66 days 330,000 
Mar. 8 600 4,400 150 days 660,000 
Aug. 5 320 4,080 33 days 134,640 
Sept. 7 1,500 5,580 72 days 401,760 
Nov. 18 200 5,380 44 days 236 , 720 
Total 


st ch CCEA Te GEE Ae 365 days 1,763,120 
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Interest on capital. When the net income is divided in the 
ratio of the capitals at the beginning of the period, the capitals at 
the end of the period, or the average capitals, the entire net income 
distribution is based on the capital investments. 

Since capital is only one factor in the production of income, it 
may be desired to distribute only a portion of the earnings in the 
capital ratio and the remainder in some other ratio. This may be 
accomplished by: 


Allowing interest on the capitals, thus dividing a portion of the 
earnings in the capital ratio; and 

Dividing the remainder of the earnings in some other agreed 
ratio. 


I 


If interest is to be allowed on capitals, the partnership agreement 
should contain definite provisions concerning the basis of the 
computation of the interest. It should be noted that a partner 
cannot claim interest on his capital unless there has been an agree- 
ment to that effect, for the law assumes that the investment was 
made for the purpose of earning net income and not interest. 
Using the capital accounts of A and B on page 4 and assuming 
that earnings, after allowing 6% interest on capitals, are to be 
divided equally, the following methods of allowing interest may be 
illustrated: 


(1) Each partner is allowed interest for the entire period on the 
opening balance in his capital account. 


Summary of Division of Net Income 


A B Together 
Interest on opening capital balances: 
A695 Of6 LO OOO Pats 2 <4 lee tie oie ucts le) el os $ 600 
T= SOA Oe DUNE Oe pene eee en eee nee eae $1,200 
MOPAL IN LOLESt tain seca ict are ao Aor ewe tans $ 1,800 
Reniainder equally vysc- sss... ceca. fe ee 4,842 4,842 9,684 
EP Gta RAR et tte ners be sore ten $5,442 $6,042 $11,484 


(2) Each partner is allowed interest for the entire period on the 
closing balance in his capital account. 


Summary of Division of Net Income 


A B Together 
Interest on closing capital balances: 
TEV AGTE TE LOAN DE pers Paes aoe ae Ce OOS TE $ 672 
Ji BO/AN Oy eh VBIOL ere: aA ORS BORED Une oom $1,392 
Wotalsinterester iter aoe ree erie sain ee = $ 2,064 
Remainder eqtiallysmepees eras oc) ele ise ein 4,710 4,710 9,420 


Total i jolene opiehe veliotelietedisye. = sverrreertrrerereres $5 , 382 $6, 102 $11, 484 


| 
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(8) Each partner is allowed interest for the entire period on his | 
average capital balance. This basis is obviously more | 
equitable than either the opening or the closing balance. | 
The computation of the average capital balances is shown | 
on page 6. 


Summary of Division of Net Income 


A B Together 
Interest on average capital balances: 
A 6% ok; $LOB33t aoa, eset ae Ee $ 620 
B=-6 Tot D245 OO: Osi ae ee eee ae $1,294 
‘Lotalunterest<eeaeos teens fe eee $ 1,914 
Remaimaderieqtally: aa, eee eee ee 4,785 4,785 9,570 
VO tall siete onc ae ese eee $5,405 $6,079 $11,484 


(4) Interest is computed on each credit and each debit in the 
capital accounts from the date thereof to the end of the 
period. This method produces the same results as those 
obtained by method 3, as shown by the computation of the 
net interest credits below. 


A: Investments—$10,000 for 12 months........... $ 600.00 
2,000 for 4 months........... 40.00 $ 640.00 
Drawings charged to capital— 
o> LOOHOrsi months eens. $ 5.50 
HOO Tone oamonghs sent eee 12.50 
200for | 2imonths'ss.. eee 2.00 20.00 
Neticredititorhinterest: «neiesee ane ohio ean e ae eee $ 620.00 
B: Investments—$20,000 for 12 months........... $1, 200.00 
4,000 for 6 months........4.. 120.00 $1,320.00 
Drawings charged to capital— 
$ 300 for 10 months........... $ © ©6.15.00 
200Hor Voamonvhss eso ee 5.00 
300 for 4months.........). 6.00 26.00 
iNetioreditston intercstm.1 ewe aerate ee re eee $1,294 .00 


It is obvious that, if interest is computed by either of the last 
three methods illustrated, the partners’ interest credits are affected 
by debits in their capital accounts. Therefore, if either of these 
methods is used, there should be a definite agreement specifying 
the withdrawals which should be charged to the capital accounts. 

Object of interest on capital. It should be noted that 
interest on capitals is really a division of a portion of the earnings 
in the capital ratio, and the object. of allowing interest on capital 
is to make a partial division of the earnings in the capital ratio. 
Therefore, it should be evident that there is no object in allowing 
interest on capitals if the remaining earnings are also to be divided 
in the capital ratio. 
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Interest on partners’ loans contrasted with interest on 
partners’ capitals. The interest allowed on partners’ capitals is 
not an expense of the partnership but is an income-sharing device. 
Such interest should not be confused with interest on partners’ 
loans. Partners’ loans, being either assets or liabilities of the 
partnership, may be interest-bearing, and the partnership may 
therefore earn interest income or incur interest expense. 

To illustrate the above distinction, the income statement of the 
partnership of A and B is presented below. The income-sharing 
agreement of the partnership states that each partner is to be 
allowed interest at 5% for the entire period on the opening balance 
in his capital account, with the remainder of the earnings divided 
equally. It is assumed that, in addition to his capital investment, 
A has loaned $5,000 to the partnership at 6% interest. 


A AND B 
Income Statement 
For the Year Ended December 31, 1960 


Salestie-tiheere aS... weep als lepers Pte ete eh ho $60, 000 
WoOntrO lO OOUS SOLU IM one ae ce fet aay Ma ei hes aan 40, 000 
COVOSSED TO ft QOUS ANCE attack nie iin ane rd eT ae hc a $20 , 000 
Meduct: operating Expenses: 2.4 eat eas oe eee esa 12,000 
INGEFODELAUIN ge IM COMIC se hee ne on AA GR RAR EO $ 8,000 
Deduct interest expense on partner’s loan...................... 300 
INGts 1m CORDG Mead ts Sreteh ars cect 12 hey tie bee bie: aren tas eet es $ 7,700 
Distributed as follows: 

A B Together 

Interest on partners’ capitals—5%.......... $ 500 $ 600 $ 1,100 
Balance equally ate es et oe eae eee 3,300 3,300 6,600 
PRotaleeyat Aen tessa med, Are thl.... SABES SO $3,800 $3,900 $ 7,700 


Salaries to partners. Partners may agree to make a partial 
division of the net income in the form of salaries in order to give 
recognition to the difference in the value of their services. The 
remaining net income may be divided equally or in any other ratio 
to which the partners agree. 

In conformity with generally accepted accounting principles, 
accountants regard partners’ salaries, like interest on their capitals, 
as an income-sharing device and not as an expense, and, in the 
income statement, such salaries should be shown in the income- 
distribution section, after the net income. This procedure is 
illustrated in the income statement of the partnership of X and Y 
on the following page. 

It is assumed that the partnership agreement provides that X is 
allowed a salary of $4,800 and Y a salary of $6,000, with the re- 
mainder of the earnings divided equally. 
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X AND Y 


Income Statement 
For the Year Ended December 31, 1960 


Sales >..,.0.0. Sue Are eae aaa cee ee eo eee $80 , 000 
Cost OF POOdS SOL) ri. Soca. yoke hog an en ek oe 50,000 
Gross, proiit on! sales joss... os eee ee See $30 , 000 
Deductioperaving Expensesee . when ee ten near tet Ree re 14,000 
Net inconieiy bee. a ete oo ek ale te St pres ee $16, 000 
Distributed as follows: 
XE Y Together 
Salaries s exes eee oe Ce a oe $4,800 $6,000 $10,800 
Balance equally. seec-cs sa. clos ea eee eee 2,600 2,600 5,200 
POtaE tomttere cus thet Cie, cree eee $7,400 $8,600 $16,000 


If salaries are paid to partners during the period, they may be 
charged to partners’ salary accounts, just as drawings during the 
period are charged to drawing accounts. When the books are 
closed, the income share of each partner includes his salary 
allowance, and the salary accounts (again, like drawing accounts) 
are closed to the partners’ capital accounts. 

Income statements for managerial uses. It is sometimes 
desirable for management purposes to show partners’ salary 
allowances among the expenses in the income statement. Including 
partners’ salary allowances among the expenses may make the 
income statement more meaningful if the partners are assigned 
departmental duties and operating data are classified to show the 
results of operations departmentally, or if it is desired to compare 
the results of a partnership’s operations with those of a corporation. 

Actually, each partner’s total ‘“‘take’’ would not be affected by 
the location of the salaries in the income statement. Referring to 
the preceding case of X and Y, if the salaries were shown among the 
expenses, the amount shown as net income would be $5,200, but 
X’s “‘take”’ would still be $4,800 plus $2,600 and Y’s would still be 
$6,000 plus $2,600. The statement would not be in accordance 
with generally accepted accounting principles, but neither X nor 
Y would benefit. 

It is acceptable in the case of any financial statement, whether it 
relates to a partnership or a corporation, to reclassify accounting 
data in any manner that will improve their usefulness to manage- 
ment. However, it should be kept in mind that such statements are 
for internal uses only and should not be treated as acceptable 
substitutes for financial statements prepared in accordance with 
generally accepted accounting principles. 

Salaries and drawings. Accountants usually regard partners’ 
salaries as an income-division factor but do not so regard drawings. 
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Partnership agreements often evidence a lack of appreciation of the 
importance of a clear indication of intent; as a result, uncertainties 
and disputes may arise. 

According to the Uniform Partnership Act, agreed salaries to 
partners should be regarded as an income-division factor. The Act 
also provides that, if the partnership agreement entitles a partner 
to ‘‘draw”’ a specified amount periodically, the case appears to be 
arguable with a presumption in favor of treating such amounts as 
an income-division factor, subject to a contrary showing. Such 
legal interpretations may be contrary to the partners’ intent. 

Obviously, it is important that the partnership agreement should 
definitely state whether or not the partners intend that their 
‘“‘salaries’”’ or ‘‘drawings’’ (particularly drawings of agreed 
amounts) should be regarded as a partial division of net income. 

Assume that, under a partnership agreement leaving something 
to be desired in the area of precise wording, partner X receives $400 
per month and partner Y $500 per month. If the partners intend 
that such ‘‘salaries”’ or ‘‘specified periodic drawings” be regarded 
as an income-division factor, the partners’ shares in a net income 
of $16,000 would be as shown in the income statement for the 
partnership of X and Y on page 10. Thus, X’s share would be 
$7,400 and Y’s share would be $8,600. 

But if it is the partners’ intent that the salaries or agreed draw- 
ings of X and Y during the year be regarded as other than a partial 
division of net income, the partners’ shares in the $16,000 net 
income would be: 


x Y Together 
olaledivision of netancomens. cea. aera: $8,000 $8,000 $16,000 


Obviously, Y would prefer to have the periodically withdrawn 
amounts regarded as an element in the income-sharing computa- 
tion, whereas X would prefer that they be not so regarded. 

Hereafter in this text it will be assumed that it is the partners’ 
intent that anything described as ‘‘salaries”’ should be regarded as 
an element in the income-sharing plan, and that anything described 
as ‘“‘drawings”’ should not be so regarded. 

Interest and/or salaries in excess of net income. If the 
partnership agreement provides for interest on capitals without any 
stipulation as to what shall be done if the earnings are less than the 
interest or if the operations result in a loss, the full interest al- 
lowance should be deducted from the net income or added to the 
net loss, and the resulting amount should be assigned to the 
partners in the ratio used to assign any excess of net income over 
the interest allowance. 
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The same rule holds with respect to partners’ salaries. The 
following illustrations dealing with interest on partners’ capitals 
should therefore be understood to apply equally to salaries. 

A and B have capitals of $10,000 and $20,000, respectively. 
Their partnership agreement provides that ‘“‘interest shall be 
allowed on capitals at 6% per annum, and remaining net income 
shall be divided equally.” 

If the net income is $8,000, it should be divided as follows: 


A B Together 
Interest, on capitals asec eet eet erie ees $ 600 $1,200 $1,800 
Balancevdividediequally sa.) eri. se) oaebe toes 3,100 3,100 6,200 
Division ofsmmetinconienses nen os eee ee $3,700 $4,300 $8,000 


If the net income is only $1,000, which is less than the interest 
credits, the division should be made as follows: 


A B Together 
Imterest: Ol Capitals serra meri wcrects okie rae $ 600 $1,200 $1,800 
Excess of interest allowance over net in- 
come—divided equally: 
Netsincome:, 92. 4c aah ieee ae $1,000 
Less interest allowance............ 1,800 
IWXCOSS See eee hacen tier oper cEo oe $ 800 400 400 800 
IDivisionrof Mepaincomess emt see ae eee ee $ 200 $ 800 $1,000 
If there is a loss of $1,000, the division should be: 
A B Together 
Interestion<capitals.iatkih, Hardee note eee $ 600 $1,200 $1,800 
Total of net loss and interest allowance— 
divided equally: 
INGtHlOsSt 5). See ores eat rer $1, 000 
Add interest allowance........... 1,800 
Ota vcs: toe Rae anise aS ok $2,800 1,400 1,400 2,800 
‘Divisionrofi loses bycctmaaset. Pics se ee ee $ 800 $ 200 $1,000 


Compliance with the partnership agreement may result in 
crediting one partner’s capital account although the business 
operations resulted in a loss. For instance, if the loss was $400, the 
division should be made as follows: 


A B Together 
Interest Oni capitule aya... acicmrariics ccs cnc rectcenene $ 600 $1,200 $1,800 
Total of net loss and interest allowance— 
divided equally: 

Ne tlOssis..:4) cap eh. ene earee Meeker. $ 400 

Interest allowance................ 1,800 

4 005 0) a 2 apa eae nn AN my Pa aes $2,200 1,100 1,100 2,200 
Division Of loss? os. Ak tc, aha te ee eee $ 500 Dr. $ 100 Cr. $ 400 Dr. 


If the partners wish to avoid distributions of the kind just 
illustrated, they should make express agreements covering the 
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contingency of a loss, or of a net income less than the interest. Such 
an agreement might be worded as follows: ‘‘Interest at 6% per 
annum shall be allowed on capitals, provided that the net income 
equals or exceeds such interest allowances; and that any remaining 
net income shall be divided equally. In the event that the net 
income is less than the interest, such net income as is earned shall 
be divided in the capital ratio. Any loss shall be divided equally.” 

Applying this agreement to the illustration with a net income of 
only $1,000, which was less than the interest, the division should be 
made in the capital ratio of one-third and two-thirds, or $333.33 to 
A and $666.67 to B. In the case of a $1,000 loss, $500 should be 
charged to each partner. 

Bonus to a partner. If one partner manages the business, a 
special compensation may be allowed to him, in the form of a 
bonus. The basis of the bonus is usually stated to be ‘‘ net income.” 
From the standpoint of accounting theory, such a bonus is not an 
expense, but is a division of income; however, for purposes of the 
bonus computation the partners may intend that it be regarded as 
an expense. To avoid ambiguity, bonus agreements should state 
definitely whether the basis of the bonus is to be the net income 
shown by the income statement, or the net income minus the bonus. 

To illustrate the difficulties which may arise if the agreement 
does not specifically cover this point, assume that A and B are 
partners; that A is to be allowed a bonus of 20% of the ‘‘net 
income’’; and that remaining earnings are to be divided equally. 
The Revenue and Expense account shows a credit balance of 
$5,000. 

If the bonus is to be based on the net income shown by the 
income statement, the distribution will be: 


A B Together 
Bons 10.4 ¢ 20% Of¢so,0008.-.-2- cae Pee. we $1,000 $1, 000 
Balance*equallya..— aay ies. athe ak ens es Os 2,000 $2,000 4,000 
Po talsee pera eee MAS AAL,. | DR cree ey A ede $3,000 $2,000 $5,000 


On the other hand, if the bonus is not to be based on the net 
income of $5,000, but on $5,000 minus the bonus, the computation 
of the bonus and the distribution of the net income would be: 


Let net income = 100% 


And bonus = 20% 
Then $5,000 = 120% of the amount subject to bonus 
$5,000 + 120% = $4,166.67, the amount subject to bonus 
A B Together 
Bonus to A: 20% of $4,166.67.......... $ 833.33 $ 833.33 
Balancevequallysy meta ctren wicket tenet 2,083.33 $2,083.34 4,166.67 


Motel anceps tetas speck gare he hdc ceatareho is rors $2,916.66 $2,083.34 $5,000.00 
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Closing entries. After the revenue and expense accounts have 
been closed to Revenue and Expense, that account is closed by 
crediting the capital account of each partner with his share of the 
net income or debiting it with his share of the net loss. 

The drawing accounts and partners’ salary accounts, if any are 
found in the ledger, are then closed to the respective capital 
accounts. 

Illustrative closing entries for the partnership of R and S are 
submitted below. They are based on the following facts, which 
show that the several revenue and expense accounts have already 
been closed to Revenue and Expense. 


Summary of income-division agreement: 


R is allowed a salary of $5,000. 
Interest is allowed on capitals—6% on January 1 balances. 
Remainder is divided equally. 


Selected account balances: 


January 1 balances: 


AES LUGE Ws Sed: See, ATR ee RET, ee a ee STE $10,000 
Ssteapitalhiesceaceree ad ferey ee. ee. dd ees ee ee 40,000 
December 31 balances: 
Revenue andvexpense (ChEdit)m. a aeeee ee sees ee ee 20, 000 
salary (debit tis Pee, SRE SEEEe Re Seo. darts eee 5,000 
S} drawinesr(debit) ngs gakt oe. SRS Ra. ae ee ee - e 4,500 
Closing Entries 
Revenuerandrtexpenseicc. sh ce tee oe Omens ee eee . 20,000 
Fe RCA DUGAL ea: 5 eo Secs Seen cea ec * Sint ene te 11,600 
Sacapital Acres hacks te: hea cge cree ee Be Rebeka rat eae 8,400 


To divide the net income of $20,000 according to the in- 
come-division agreement. 


i 8 Total 
FARE ANG. cP cet ewes ah $ 5,000 $ 5,000 
Interest on capitals... . 600 $2,400 3,000 
Balance equally....... 6,000 6,000 12,000 
Total :5 wi Gus chicago... SLLgGO0O $8,400 a0 000 
PyNCADIGAL  cccgn oh ge eerie at Seats oy dai ee 5, 000 
REC) A een eircom ope eter SB no. 5 eens 5,000 
To close the partner’s salary account. 
SCA tah POR votes Dei Pain ioe eaavornueg eet, 4,500 
Spa LAWIN RS abies Guiais. «cca: aiw, + on ee Oe 4,500 


To close the partner’s drawing account. 


Statement of partners’ capitals. The increases and de- 
creases in partners’ equities during the period are shown by a 
statement of partners’ capitals. To illustrate the form, assume the 
facts for the year 1960 shown on the following page. 
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Partner A: 
Capital account: 
Credit balance at beginning of year................ $20, 000 
Additional investments during the year............. 3,000 
Debits for drawings in excess of agreed monthly draw- 
CEOS ie YU REae Se eee ae re en 2 $1,500 
Drawing account—debits for agreed monthly drawings. 2,400 
Partner B: 
Capital account: 
Credit balance at beginning of year................ 15,000 
Additional investments during the year............. 2,500 
Debits for drawings in excess of agreed monthly draw- 
INES OFS 2008 ee ee ln nd ay. ern. 1,000 
Drawing account—debits for agreed monthly drawings. 2,400 
Revenue and Expense account—credit balance—to be 
aividediecuallyss AP tle IE, Lt MELE REET EY. iis ey 8,000 


A AND B 
Statement of Partners’ Capitals 
Year Ended December 31, 1960 


A B Together 

Balances, December’ 31) 1959"... $20,000 $15,000 $35,000 
Add: Additional investments................. 3,000 2,500 5,500 
Ne bln COmtG earn. Wed be cht tee bes 4,000 4,000 8,000 
Rotallis Mere tee ae Red ene a $27,000 $21,500 $48,500 
Weductewitidna wales awe seas coe ee ee 3,900 3,400 7,300 
Balances, December 31, 1960). a... as $23,100 $18,100 $41, 200 


Changes in profit and loss ratio. If partners agree to a 
change in the income-division ratio (usually called the profit and 
loss ratio), it may be desirable, for purposes of equity, to adjust the 
book values of assets to their replacement or disposal values at the 
date of the change in the profit and loss ratio. 

To illustrate, assume that A and B, sharing profits and losses 
equally, decide to change the ratio to 60 per cent for A and 40 per 
cent for B. Assume also that, at the date of the change, the firm 
held securities that were carried at cost, $25,000, but had a market 
value of $35,000, and that they were later sold for $40,000. 

If no adjustment of the carrying value is made at the date of the 
change in the ratio, the $15,000 gain will be divided as follows: 

COCs oF S100 SoU Me s PAT Jot tol Cina ray a $9, 000 
IBEEAO COLE O00. cree. eke tee SUPE PMR E In: Mise ana ee 6 , 000 

But if an adjustment of the carrying value is made, the division 

of the $15,000 gain will be made as follows: 


A B 
Portion of gain developed prior to change in ratio—$10,000, 
GV ACEO Oe OO aera arte geen eee cee ete es Say Tousen a pee nets $5,000 $5,000 
Portion of gain developed subsequently—$5,000, divided 
COLAO Sie Ree er Deke Pen: Liao dae 22 3,000 2,000 


FT Ot ail meee es ee ae eA eT chee Saw eo $8,000 $7,000 
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Adjustments of earnings of prior periods. Chapter 4 of 
the Intermediate text contains a discussion of adjustments of 
corporate earnings of prior periods and their treatment under the 
clean surplus theory and the current operating concept. Similar 
considerations would govern the treatment of adjustments of 
partnership earnings of prior periods. Proponents of the clean 
surplus theory would presumably, to be consistent, disclose prior- 
period adjustments in the income statement, whereas the advocates 
of the current operating concept would show the adjustments in 
the statement of partners’ capitals. 

If the profit and loss ratio for the period in which the correction 
is made differs from the ratio which prevailed in the prior period 
for which the earnings were misstated, equity would seem to require 
that the division of the correction be made in the profit and loss 
ratio of such prior period. If entries for the correction are made 
directly in the capital accounts, they should be made in the prior- 
period ratio; if the corrections are included in the income state- 
ment, the correction amount should be divided in the prior-period 
ratio and the remaining net income in the current-period ratio. 

While such a procedure is equitable, and therefore theoretically 
desirable, it may not always be possible. It is possible in such 
instances as the correction of the inventory at the close of a prior 
period; it may not be possible in such instances as the correction of 
the allowance for bad debts, because the amounts of over- or 
under-provision in several prior periods may not be determinable. 

Income taxes. Partners, as individuals, are subject to income 
taxes on their shares of partnership net income, and partnerships, 
as business entities, are not subject to income taxes. Therefore, the 
financial statements of a partnership do not show any charge for 
income taxes in the income statement or any liability therefor 
in the balance sheet. Although partners often find it necessary to 
withdraw funds from the partnership to meet their personal income 
tax obligations (the amount of which, incidentally, is frequently 
affected by income from nonpartnership sources), the balance 
sheet of the partnership does not (and cannot) show such potential 
cash withdrawals. Since income taxes are, as a general rule, a 
significant item in the financial affairs of corporations, allowance 
must be made for this lack of comparability whenever the financial 
statements of a partnership are being compared with those of a 
corporation. 
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Partnerships (Continued) 


Admission of a New Partner 


, Admission of a partner. When a new partner is admitted, a 
new partnership is created. The creation of the new partnership 
automatically dissolves the old one; therefore, the old articles of 
partnership should be amended or new partnership articles should 
be drawn up. 

It is particularly important that a new profit and loss ratio be 
definitely agreed upon, because the dissolution of the old partner- 
ship cancels the old profit and loss ratio; unless a new agreement is 
made, the legal rule of equal division in the absence of an agreement 
would apply—subject to a contrary showing. 

Purchase of an interest distinguished from investment. 
Although persons are sometimes admitted to partnerships, particu- 
larly professional firms, without any cash contribution, we are 
here concerned only with the admission of a partner who pays for 
a capital interest. Such partnership admissions are of two general 
classes: 


(1) The new partner purchases all or part of the interest of one 
or more old partners and makes his payment to them; no 
new funds come into the partnership. 

(2) The new partner invests assets in the partnership; the 


partnership funds are thus increased. 
17 
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Purchase of an Interest by Payment to One or More Old Partners 


Purchase of an interest by payment to one partner. No 
partner has a right to sell all or a portion of his interest in the 
capital of a firm without the consent of the other partners. The 
right to choose one’s associates in a partnership is a fundamental 
right; if a partner attempts to sell his interest without the consent 
of the other partners, he dissolves the partnership, and the pur- 
chaser does not become a partner. (This is the rule under the com- 
mon law, which is somewhat modified by the Uniform Partnership 
Act.) The purchaser obtains only the right to demand a settlement 
of the affairs of the firm and a payment of whatever interest may 
remain to him after the assets have been realized and the liabilities 
paid. Moreover, the partner who sells without consent is liable to 
his former partners for whatever loss they may sustain as a result 
of his action. 

If the sale is made with mutual consent, a new partnership is 
formed. As the payment is made by the purchasing partner to the 
selling partner, the cash or other assets given in payment will not 
appear on the firm’s books. 

A purchase of an interest may be made at book value, at more 
than book value, or at less than book value. All of these conditions 
are dealt with in the illustrations under the following caption: 
‘Purchase of an interest by payments to more than one partner.” 
The same considerations would apply if the purchase was made 
from one partner only. 

Purchase of an interest by payments to’more than one 
partner. If an incoming partner purchases an interest in the 
business from more than one partner, there must be an agreement 
as to the portion of capital to be transferred by each partner. In 
the following illustrations it is assumed that: 


The incoming partner acquires a one-fourth interest in the 
partnership capital and earnings; 

Hach of the old partners transfers one-fourth of his capital to the 
new partner; 

Before the admission of the new partner, D, the capital accounts 
and the profit and loss ratio of the old partners were as 


follows: 
Profit and 
Capitals Loss Ratio 
AD sg be acs giclee. Seal 6 shobingt rR LoS es aiuto SSE Rm $15,000 50% 
| IO Lees 10,000 30 
CATLIN AL . Ofk).. SSR eee eee 5,000 20 
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' PURCHASE AT BOOK VALUE. JD purchases a one-fourth interest 
in the business for $7,500. The entry to record the admission of D 
is shown below: 


fal CHOC vo ct A SERRE 9 nk dn AREER te cs ae ht eg ae eee 3,750 
1A ONS “Let een tre Ae en ee a a 2,500 
(CONCaDICHI pen Th eee | Oe SER ksh hE henna 1,250 

IDE CE OU Mavs CE Oe OR ee oe ee, oe Pee ne ees 7,500 


The cash should be divided among A, B, and C in amounts equal 
to the portions of capital transferred by them. 

PURCHASE AT MORE THAN BOOK VALUE. Assume that D pur- 
chases a one-fourth interest in the capital and earnings for $10,000. 

Why did D pay $10,000 for a one-quarter interest in a partner- 
ship that had a total capital of only $30,000? 

Perhaps it was because the assets shown by the firm’s books were 
undervalued. In Chapter 1 it was stated that, when a new partner- 
ship is organized, the assets should be recorded at fair market 
values because ‘‘any gains or losses resulting from the disposal of 
the assets are partnership gains or losses, and equity requires that 
they be computed on the basis of the fair value of the assets at the 
date when the partnership acquired them.’’ The same criteria of 
equity prevail when a new partner is admitted to an old firm, 
because a new firm is organized. In essence, a sale is being made, 
and going-concern values may not be appropriate. 

Or it may be that the old partnership has developed goodwill. 
If so, the partners may or may not desire to record it before the 
admission of D. 

Implied goodwill recognized in the accounts. Since D is willing 
to pay $10,000 for a one-quarter interest in the business, there is an 
implication that the business is worth $40,000. Assuming that the 
recorded assets are properly valued, a goodwill of $10,000 is 
implied. If it is to be placed on the books before the admission of D, 
the entries are as indicated below: 


A B C D Total 
Original capitals... ...cne «ta. $15,000* $10,000* $5,000* $30, 000* 
Credits offsetting debit to record 
goodwill—in profit and loss ratio 5,000* —3,000* 2,000* 10, 000* 
SRO tallstowe tices crac e's co.2 ertetege atch hos $20,000* $13,000* $7,000* $40, 000* 


Transfers of capital—one-fourth.. 5,000 3,250 1,750 $10,000* 


ss TE eee 


* Credit. 


The three old partners should be paid the amounts transferred 
from their capital accounts. 

Implied goodwill not recognized in the accounts. If the goodwill 
is not to be recognized in the accounts, the entry to record the 
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admission of D is the same as the entry made when the partnership 
interest was acquired at book value. 


A. Ga pital oi: 3 otek <ge tie ae ee ERO ae ence ee 3,750 

By Capitals ge. Fe Oe Wicca es en eto on 8 naceeccees ners aaa 2,500 

Oj capitaliiaceos 86.02 6 oe iy eae ai toc ences Scans Sia 1,250 
Dycapitalss..ccgagsies sexteigin ies athe tad ee RL oe ere 7,500 


The cash should be divided among the partners as follows: 


A B C Total 
Hor capital’ transterred.. f+ erat ee $3,750 $2,500 $1,250 $ 7,500 
For gain—in profit and loss ratio of 50%, 30%, 20% 1,250 750 500 2,500 
Total 1A do} actin ak fee Sei oe ee $5,000 $3,250 $1,750 $10,000 


The capitals of the four partners are determined as follows: 


A B C D Total 
Originalicapitals.. ate ae $15,000* $10,000* $5,000* $30 , 000* 
Transfers of capital—one-fourth... 3,750 2,000 1,250 $7,500* 
Balances after admission of D..... $11,250* $ 7,500* $3,750* $7,500* $30,000* 


* Credit. 


Comparison of the two procedures. Let us refer to the preceding 
illustration in which D purchased, at more than book value, one- 
fourth of the capitals of A, B, and C. 

The cash payments to the three old partners are the same 
regardless of whether the implied goodwill is, or is not, recorded. 

The capital account balances under the two procedures are 
stated below: 


Goodwill Goodwill 


Partner Recorded Not Recorded 
EAMETS. <5 citi Lye UT Pe eda Seer dere cee $15,000 $11,250 
| op cat MA APTA UMAR Ke Rae, CLP T Rr, Rak tne ee eh 9,750 7,500 
Cl ered hi faite on Mle sole Ne Psy bors 5,250 3,750 
10h a MMe ead Bene MS Ri ae ie) Oe 10,000 7,500 


$40 , 000 $30, 000 


Which procedure is preferable—to record the goodwill or not to 
record it? To answer this question, let us assume that the goodwill 
is recorded and subsequently* written off. The resulting capital 
account balances will be the same as those shown in the Goodwill 
Not Recorded column, provided that: 


(1) The new partner’s percentage share in the net income at the 
date of the write-off is the same as his initial percentage share 
un the capital, and 


i In this illustration, it is assumed that the goodwili is immediately written off, to 
simplify the illustration by eliminating the irrelevant effects of transactions between 
the dates of write-on and write-off. 
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(2) The portion of the net income going to the old partners at the 
date of the write-off is shared by them in the same ratio as in 
the old partnership. 


To demonstrate, three situations are presented. In all of them D 
has a 25% interest in the capital. 


Situation A: The assumptions as to profit and loss ratios are 
stated below: 


Profit and Loss Ratios 


Before 
Admission When Goodwill 
Partners of D Is Written Off 
PAU IFES aed 1 Pasta d t hy at fier 50% 75% of 50% or 37.5% 
Jade un Ee eS AOE RE Ce ee oe 30 75% of 30% or 22.5 
OF... EE Se Re Re titans, Rael 20 75% of 20% or 15.0 
LD Bee ene tee ne, RANE a 25.0 
BROGAN Pan ae See. se ccoe Loge 100% 100.0% 


Both of the above-stated conditions are met. D has a 25% share 
in the earnings and the capital, and the old partners’ shares in the 
earnings are in the same ratio as before D’s admission to the 


partnership. 


Statement Showing Effect of Write-off of Goodwill 


A B Gi D Total 
Capital balances resulting from 
recording goodwill.......... $15,000 $9,750 $5,250 $10,000 $40,000 
Write-off of goodwill—in profit 
ANGAUNOSS TAO... cc cote. ote oe 35700) 2525001, b00) 2, 5000810, 000 


Resulting balances—same as 
when goodwill is not recorded $11,250 $7,500 $3,750 $ 7,500 $30,000 


Situation B: The assumptions as to profit and loss ratios are 


stated below: 
Profit and Loss Ratios 


Before 
Admission When Goodwill 
Partners of D Is Written Off 

A Vie a tt eee Oe wd 50% 80% of 50% or 40% 
J Bg: PEO pate eh beni pela! last Cele oo AOE 30 80% of 30% or 24 
GUE SO. Fe ieee SET ae EE. 2 20 80% of 20% or 16 
{Doe Ie ITE ee el ened re RR eee 20 

FRotalanc & we etes ham, SI, BO ie RRS 100% 100% 


The first of the two above-stated conditions is not met: D has a 
25% interest in the capital, but only a 20% interest in the earnings. 
The second condition is met: The old partners’ shares in the earn- 
ings are in the same ratio as before D’s admission. 
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Statement Showing Effect of Write-off of Goodwill 


bis en aelie a ee atoll 
See ce ode eae $15,000 $9,750 $5,250 $10,000 $40,000 
Wand loss Tato... Fs. , 4000 2,400 1,600 _ 2,000 _10,000 
Resulting balances........... $11,000 $7, 350 $3,650 $ 8, 000 $30, 000 
Caalonate paket an Tas $11,250 $7,500 $3,750 $ 7,500 $30, 000 


The difference in results is explained as follows: Since D has a 
one-fourth interest in the capital, he has a one-fourth interest 
in all of the assets, including the $10,000 goodwill. But since 
he has only a one-fifth interest in earnings, he is charged with 
only $2,000 when the goodwill is written off. He thus obtains 
a $500 benefit, with offsetting charges to A, B, and C in their 
profit and loss ratio. 


Situation C: The assumptions as to profit and loss ratios are 
stated below: 


Profit and Loss Ratios 


Before 
Admission 
Partners of D When Goodwill Is Written Off 

ABLE eee 50% Not 75% of 50% or 37.5% but 35% 
BUR. FY.. ee pee 30 Not 75% of 30% or 22.5% but 20 
en: ee 20 Not 75% of 20% or 15.0% but 20 
DENTS Gn ie toe eee te —_ _25 

Ota cence 100% 100% 


The first of the above-stated conditions is met: D has a 25% 
interest in the capital and earnings. The second condition is not 
met: The old partners’ shares in the earnings are not in the same 
ratio as before D’s admission. 


Statement Showing Effect of Write-off of Goodwill 


A B (6 D Total 

Capital balances resulting from 

recording goodwill.......... $15,000 $9,750 $5,250 $10,000 $40,000 
Write-off of goodwill—in profit 

SOGUHNOSS CA tlO Mee een een 3,500 2,000 2,000 2,500 10,000 
Resulting balances............ $11,500 $7,750 $3,250 $ 7,500 $30,000 
Balances when goodwill was not A: oe 

recorded.) (5.0245 eae $11,250 $7,500 $3 , 750 $ 7,500 $30 , 000 


The difference in results was caused by the fact that the old 
partners were credited in one ratio when the goodwill was put 
on the books and were debited in another ratio when the 
goodwill was written off. 
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The fact that, under situations 2 and 3, the ultimate effect of 
recording the goodwill and subsequently writing it off differs from 
the effect produced if the goodwill is not recorded does not neces- 
sarily mean that the goodwill should not be recorded. The existence 
and valuation of the goodwill at the date of the admission of D 
might have been objectively determinable (for instance, because 
of an offer to purchase the business at a price that gave recognition 
to the goodwill) ; a subsequent decrease in the value of the goodwill 
would be a loss during the period after the admission of the new 
partner, and equity would suggest that a write-down or write-off 
of the goodwill be made on the basis of the new profit and loss ratio. 

PURCHASE AT LESS THAN BOOK VALUE. Assume that D pur- 
chases a one-fourth interest in the capital and earnings for $6,000. 
The fact that D obtained a one-fourth interest in the capital for 
$6,000 may indicate that the business is worth only $24,000 instead 
of the $30,000 shown by the capital accounts of the old partners. 
If that is the case, some adjustment of the asset and capital 
accounts would be appropriate. But this is not necessarily so; the 
old partners may have offered D an inducement to join the partner- 
ship because they believed that he would be a valuable partner. 

Therefore, the admission of D may be recorded in either of two 
ways, depending on the facts. 

Adjustment of old partners’ asset and capital accounts. If certain 
assets are overvalued in the accounts and therefore should be 
written down, the entries are as indicated below: 


A B C D Total 

Onpinalicapitalseas 20. ee te. $15,000* $10,000* $5,000* $30, 000* 
Asset write-down—in profit and loss 

TBAT 6 athe Se ey ae een Ea 3,000 1,800 1,200 6,000 
Adjusted balances. . : . $12,000* $ 8,200* $3, 800* $24, 000* 
Transfers of capital—one-fourth. . 3,000 2,050 950 $6,000* 
Balances after admission of D..... 3 9,000* $ 6, 150* $2, 850* $6, 000* $24,000* 

* Credit. 


Adjustment of asset accounts not made. If no adjustment of 
asset values is made, the entry to record the admission of D is: 


PARICAPICAL SF OES EE RO eke e at ein Bets wa lees 3,750 

Bl oopitale). vary nese tad Pies oy ee eS ed pe Rs HED 2,500 

CCAR AL a Race etesn cant bg tical nied dene 6) pnp da sun cpu e Hovey 1,250 
PERCHA CN Se Meera The hae Te cic ees 7,500 


Cash should be divided among the partners as follows: 


A B C Total 


Por Capitale transierred 2 te ec ches es Sete nee en $3,750 $2,500 $1,250 $7,500 
Less inducement to D—in profit and loss ratio...... 750 450 300 1,500 
Nic Grn haa eects ate eT ek. Pd oto-ein OS Ga $3 , 000 $2,050 $ 950 $6 , 000 
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Comparison. The results produced by the two procedures will 
be the same: 


If, although the asset values are not adjusted at the time of the 
admission of the new partner, they are written down later by 
the same amounts, or if an equivalent loss is incurred in their 
disposal, and, 

If the two conditions stated in italics on pages 20 and 21 exist, as 
in this illustration. 


‘This fact can be demonstrated as follows: 


A B C. D Total 
Onginalicapitals eee ee ee $15,000* $10,000* $5,000* $30 , 000* 
By the second procedure: 
The asset values are not ad- 
justed. The capital transfers are 3,750 2), 5008 | 152501 1$7 5 500% 
And the resulting capitals are.. $11,250* $ 7,500* $3,750* $7,500* $30,000* 
If a $6,000 loss is subsequently rec- 
ognized, upon either disposal of 
assets or write-down thereof, the 
charges to the partners will be: 
In the ratio shown on page 21 (87.5%) (22.5%) (15%) (25%) 
And in the amounts of...... 2,250 1,350 900 1,500 6,000 
Balances—same as those produced 
by writing down the assets be- 
fore the admission of D....... $ 9,000* $ 6,150* $2,850* $6,000* $24,000* 
* Credit. 


Investment in a Partnership by Contribution to the Firm’s Capital 


Investment in a partnership. A new partner may gain 
admission to the firm by making a contribution to the partnership 
capital. The assets contributed are in this instance recorded on the 
firm’s books. It is important that assets so contributed be properly 
valued, because any subsequent loss or gain on the sale of these 
assets becomes a partnership loss or gain and not a loss or gain of 
the contributing partner. 

To illustrate, assume that A and B are in partnership, with 
capitals of $10,000 each. They occupy a store building owned by 
C’, and it is decided to take C into partnership. C is to contribute 
his store property as his investment, and earnings are to be shared 
equally. The store property is really worth $13,000, but C unwisely 
allows it to be placed on the books at $10,000 so that his capital 
will be equal to that of each of the other two partners. 

The fact that earnings are to be shared equally does not mean 
that the capitals must be equal; C could have been credited with 
$13,000, the true value of the property, and still have taken only 
one-third of the earnings. And he should have been credited with 
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$13,000, for if the property is placed on the books at $10,000 and is 
subsequently sold for $13,000, the three partners will share equally 
in the gain of $3,000. 

For similar reasons it may be desirable to adjust the book values 
of assets on the partnership books before the admission of the new 
partner. 

Goodwill and bonus. When a new partner is admitted, the 
old partners may be allowed goodwill or a bonus in recognition of 
the profitable business they have developed. 


Goodwill: 
If goodwill is to be allowed the old partners, it should be 
placed on the books before the admission of the new partner, 
and the credit therefor should be divided between the old 
partners in their profit and loss ratio. 

A bonus: 
Instead of setting up a Goodwill account, the old partners 
may require that part of the capital contributed by the new 
partner be credited to their accounts. Such a bonus should be 
credited to the old partners in their profit and loss ratio. 


On the other hand, the new partner may be allowed goodwill or 
a bonus in recognition of a high earnings potential which he is 
bringing to the business. 


Goodwill: 
If goodwill is allowed the new partner, the entry for his 
admission should contain a debit to Goodwill. 

A bonus: 
A bonus to a new partner is recorded by making transfers 
from the capital accounts of the old partners to the capital 
account of the new partner, thus giving the new partner a total 
capital credit greater than the amount of his investment. Such 
a bonus should be charged to the old partners in their profit 
and loss ratio. 


C. P. A. examinations have contained problems requiring the 
determination of an unstated goodwill or bonus allowance to the 
old or new partners. The goodwill or bonus allowance can be 
computed if the problem gives information by which the total 
capital of the new firm, and the incoming partner’s share thereof, 
can be determined. 

To illustrate, assume that A and B have capitals of $10,000 and 
$20,000, respectively, with a 50:50 profit and loss ratio, and that 
C is to be admitted as a partner by making a contribution to the 
firm capital. 
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Goodwill allowed to old partners. Assume that the problem states 
that C is to invest, and obtain a capital credit of, $11,000, which is 
to be one-fourth of the total capital. The total capital, therefore, 
is to be $44,000. The capitals of A and B plus C’s contribution 
amount to $41,000; therefore, there is a goodwill of $3,000. Since 
C’s capital credit is equal to his contribution, the goodwill is 
allowed to A and B, by credits of $1,500 to each. 

Bonus allowed to old partners. C is to invest $14,000, the total 
capital is to be $44,000, and C is to have a one-fourth interest 
therein. Since C invests $14,000 and receives a capital credit of 
only $11,000, A and B will be credited with $3,000 of C’s contri- 
bution as a bonus, shared in the profit and loss ratio. 

Goodwill allowed to new partner. C is to transfer, at a valuation 
of $8,000, the assets of a business he has been conducting. C is to 
have a one-fourth interest in an agreed capital of $40,000. Since 
the capitals of A and B plus C’s contribution amount to $38,000, 
there is a goodwill of $2,000. Since C contributes $8,000 and is 
credited with $10,000, he must receive the credit for the goodwill. 

Bonus allowed to new partner. C is to invest $8,000; the agreed 
capital is to be $38,000; and C is to have a one-fourth interest 
therein. The capitals of A and B plus C’s contribution amount to 
$38,000; therefore, there is no goodwill. But since C invests $8,000 
and receives a capital credit of $9,500, a $1,500 bonus is allowed to 
him; A and B are charged $750 each. 


Retirement or Death of a Partner. 


Retirement of a partner. When a partner retires, he has a 
right to be paid the amount of his equity in the business. But the 
question arises whether his equity is fairly measured by the balance 
of his capital account. Three classes of adjustments may be neces- 
sary to produce a balance in the retiring partner’s capital account 
which is a fair amount for him to demand and receive; such 
adjustments may 


Correct improper computations of net income of prior periods; 
Give recognition to the existence of goodwill; 
Give recognition to changes in market values. 


Net income corrections. Improper provisions for bad debts 
and depreciation and other asset reductions may have been made 
during the years of operations. If such operating charges have 
been insufficient or excessive, the fact becomes significant when one 
partner is to withdraw. If the charges have been insufficient, a 
hardship will be worked on the remaining partners unless an adjust- 
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ment is made; if they have been excessive, an adjustment should 
be made to avoid working a hardship on the retiring partner. 
Similar consideration should be given to errors in the amounts of 
income taken up. 

Goodwill. An agreement that goodwill shall be placed on the 
books in the event of a partner’s retirement, and a statement of the 
method of computing it, may be included in the partnership 
articles or may be made at the time of the retirement. The general 
rule is that the goodwill should be divided among the partners in 
their profit and loss ratio, and this rule governs unless the partners 
agree to some other division. 

Two conflicting views are held regarding the proper method of 
putting the goodwill on the books. These methods will be illustrated 
by an assumed case in which C is to retire from the firm of A, B, 
and C, in which the partners share profits equally. A goodwill value 
of $6,000 has been agreed upon. 

First method. Place the entire goodwill on the books, crediting 
all of the partners in their profit and loss ratio, by the journal 
entry below: 


(EGO Wall epee ete. eo dey kee, inte Pee ane Ree 6,000 
AGE CADIVA treet en Tee Te eR Le hea ne Teen 2,000 
EV-CA DIGS SN ES teeters eee Wate) nkied Ries Pee e RTS AS ee OEE 2,000 
Ce capitals! tise. Ai ep srne Tors geeeaeil. eh teak Pes ties dees 2,000 


To place on the books the agreed value of the goodwill, cred- 
iting the partners therefor in their profit and loss ratio. 


Second method. Place on the books only the share of goodwill 
to be credited to the retiring partner, as follows: 


CCAD Ital epee certs ate evar te ieye ete tore cte te Meta ete ss ce hyena oie 2,000 
To place on the books C’s one-third of the goodwill, which 
has been valued by agreement at $6,000. 


The second method is the more conservative and conforms to the 
rule that goodwill should be placed on the books only when it has 
been paid for. If A and B are to continue the business, their books 
will not conform to this rule if a Goodwill account of $6,000 is 
shown. Only $2,000 was paid for goodwill on the retirement of C. 

Implied goodwill or bonus. Assume that A, B, and C have 
capitals of $10,000 each and share profits equally. C is to retire 
and is to be paid $12,000 from partnership assets. The $2,000 
excess of the payment to C over his capital may be recorded as a 
bonus or it may be regarded as indicative of the existence of 
goodwill. 

If it is considered a bonus, the entry will be as shown: on the 


following page. 
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Al capitals: soul dies Cee ee tenon ats Secret eae te etek eee 1,000 
Bs Capital 4. gn. 3:. dbcaphan alana tc Ratha ire Rae eae 1,000 
(Ofc 7 oh 2:1 tee eae ert te are tec Ae RAE RO, TRUM ie ora ee 10,000 
Cash it SU RSET EEE Os SO ences be ane Pee 12,000 


If the $2,000 excess payment is set up as goodwill, the entries 
will be: 


Goodwillk.e ts. Sah ies ais see SO eee 2,000 

Gy Capital ae clan Sa dyer ier eee eee 2,000 
CaGapitiall oy.oths, ac Be So PEA fe tic TBs, Sel SRR el Bal SER oa 12,000 

O30) aR — ina i ae ne AR Re EN Se RAI RS Bias s ¢ 12,000 


If it is considered that a goodwill of $2,000 appertains to C’s 
interest, and a similar goodwill to the interests of A and B, and the 
total goodwill of $6,000 is to be recorded, the entries will be: 


Good willis. Var eae, eae De ce een ee ee 6,000 
Artcapitalls. 06 SLi ec ie eo terse Sete ee ete Meee eee 2,000 
B Capitals 4. Saat evo ites eee need Beenie sean reg 2,000 
Cocapitalls. wate option Seen AOR ee nea 2,000 
GC, Camitals ste 568 Prec oR. cea ie ieee eee, eee 12,000 
Gash. BS ne Ane Oe Cee: eee eee ea ee 12,000 


If the remaining partners continue to share profits in the same 
ratio as before, their relative capital interests are not affected by the 
choice of method. If the $2,000 is regarded as a bonus, chargeable 
$1,000 each to A and B, their resulting capitals will be $9,000 each. 
If a goodwill of $2,000 is placed on the books and subsequently 
written off, the result will be: 

A Capital B Capital 


Balances before C’s withdrawal.................... $10,000 $10,000 
Warite-ott of: 2000 walla en iek eee renene Aer ern 1,000 1,000 
Resaltingibalancess cy ones ae at 2 ee $ 9,000 $ 9,000 


If a goodwill of $6,000 is placed on the books and subsequently 
written off, the effect on the capitals of A and B is: 


A Capital B Capital 


Balances before C’s withdrawal.................... $10,000 $10,000 
Creditsiforigoodwillyt segs GvtiieLiaktos pelea GU ee 2,000 2,000 
Balances after C’s withdrawal..................... $12,000 $12,000 
Write-of Of Pood wills: spanner need eee 3,000 3,000 
Resulting balances: aces aac cts Oe ees te eae $ 9,000 $ 9,000 


However, even though the remaining partners share earnings 
immediately after the withdrawal in the same ratio as before, it 
cannot be assumed that the choice between the bonus and goodwill 
treatment is immaterial. If a goodwill is placed on the books and 
the remaining partners change their profit and loss ratio before the 
goodwill is written off, the result will not be the same as that 
produced by regarding the excess payment as a bonus. 
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Changes in market values. The accounting principles which 
properly govern the valuation of assets in a going concern may not 
be the proper principles to apply in valuing the assets of a partner- 
ship when one partner is about to retire. For instance, in the 
computation of the net income of a going concern, it is a conserva- 
tive practice to value the inventory at cost or market, whichever is 
lower ; but when a partner is about to retire, he is virtually selling 
his interest in the inventory to the remaining partners, and justice 
would seem to require that consideration be given to any increase 
in replacement or realizable value of the merchandise (whichever 
is the more relevant) that took place before his retirement. 

Fixed assets provide another illustration. From the standpoint 
of a going concern, fluctuations in the market value of fixed assets 
need not be recorded in the accounts. An increase in market value 
is an unrealized gain, and a decrease in market value need not be 
recognized in the accounts if there is no intention to sell the assets 
and take the loss. But when a partner is retiring, he is in effect 
selling his interest in the assets to the remaining partner or part- 
ners, and equity requires that recognition be given to market 
values prevailing at the date of sale. 

Should the adjustment of asset valuations be for the full amount 
of the increase or decrease in market value, or for only the retiring 
partner’s profit and loss percentage thereof? A similar question 
was discussed under the Goodwill caption. However, the problem 
now to be considered is somewhat different, because conservatism 
may have more applicability to the asset of goodwill than to assets 
with more objectively determinable values. 

It may be argued that the cost principle requires that recognition 
be given to only the retiring partner’s share of any increase or 
decrease in market values, because only his share of any increase 
is an addition to cost to the remaining partners, and only his share 
of any decrease is a deduction from cost to the remaining partners. 
For instance, assume that A, B, and C, who share profits equally, 
have an inventory which cost $10,000 and which the partners agree 
should be given a valuation of $13,000 for purposes of determining 
the amount payable to A at the date of his retirement. Since the 
amount paid to A will be increased $1,000 because of the increase 
in the valuation of the inventory, it may be said that the inventory 
costs the remaining partners $11,000. It may also be contended 
that increasing the inventory valuation to $13,000, with credits to 
all the partners, introduces an element of unrealized gain into the 
accounts. 

On the other hand, it may be contended that the cost principle 
applies to a going concern; that the withdrawal of a partner dis- 
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solves the old partnership; and that, if a new partnership is formed, 
the members of the new firm are entitled to capital credits based 
on the fair market values of the assets at the date of the organiza- 
tion of a new partnership. This is in conformity with the statement 
made in Chapter 1 (in the section ‘‘Opening the books,” on page 3) 
relative to the proper valuation of assets contributed by partners 
when a new firm is organized. In accordance with this concept, it is 
immaterial that the inventory cost B and C $11,000; they are 
entitled to capital credits in the new firm based on the market 
value of $13,000 at the date of the retirement of A and the organiza- 
tion of the new firm. 

The authors believe that either procedure is acceptable account- 
ing, but that the arguments in favor of recognizing the entire 
amount of the difference between book and market values some- 
what outweigh those for recognizing only the retiring partner’s 
percentage thereof, if the business is continued by a new organiza- 
tion with two or more owners. 

Settlement with retiring partner. The cash or other assets 
given to the withdrawing partner should be charged to his account. 
If he is paid in full, the account will, of course, be closed. In some 
instances, however, full payment is deferred, either because of the 
inadequacy of funds, or because an agreement cannot be reached 
regarding the value of certain assets, such as accounts receivable, 
and it is decided to postpone payment until the assets have been 
converted into cash and the losses ascertained. 

When the settlement is thus postponed, the capital account of 
the retiring partner should be closed, because he is no longer a 
partner; the balance of the capital account should be transferred 
to a personal account or a note payable account, as the case may 
be. This account should be given a title which will clearly dis- 
tinguish it from the trade accounts or notes payable. 

If the settlement is postponed pending the realization of doubtful 
assets, such as accounts receivable, the accounts with these assets 
should be kept entirely distinct from the accounts with similar 
assets obtained after the partner’s retirement. Otherwise, there 
may be difficulty in determining whether or not a loss should be 
charged in part to the former partner. 

Death of a partner. If the articles of partnership contain no 
provisions with respect to the death of a partner, the surviving 
partners should realize that the partnership has been dissolved 
and that the estate of the deceased partner is entitled to receive, 
in due course, the amount of his interest in the firm at the date of 
his death. Therefore, the surviving partners should immediately 
take an inventory and close the books, to determine the capital 
interest of the deceased partner, including his share of the earnings 
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to the date of his death. As the decedent is no longer a partner, 
the balance of his capital account should be transferred to a 
personal account, pending settlement. 

The articles of partnership may, however, contain provisions 
intended to avoid the necessity of taking an inventory and closing 
the books at the date of death. Thus, the articles may contain an 
agreement that the net income to the date of death shall be esti- 
mated in some manner, instead of being actually computed by 
taking an inventory and closing the books. The methods of making 
the estimate may be divided into two general classes: 


(1) The net income to the date of death may be estimated on the 
basis of an average of the earnings for a number of years 
preceding the year of death. For instance, A, B, and C, 
sharing profits equally, agreed that, in the event of the 
death of a partner, the deceased partner’s share of earnings 
from the date of the last closing until the date of death 
should be estimated by averaging the earnings of the past 
four years and multiplying this average by the fraction of 
the year between the date of the last closing and the date 
of death. A died on March 31, 1960, and his share of 
earnings since the preceding December 31 was estimated 


as follows: 
Year Net Income 
TORGAMENE Molec ct Wi Ad hes HOA POLLY doeh bea $18,500 
LOR A tie SL) Re aa ee. OTEet Ua 17,625 
Ronee shee te pith we ys wines: pale EIA) Stade AU 18,346 
LOS Oe peerage deen oe PRE sa. doy sews conic emeban saeneee ee 18,297 
IESE A sp ce ai I ae a dts scree HH Ae $72,768 
INV CTARO na ere ERE NON Sa hice AS scan ated) ns nes gee $18, 192 
Fraction of year since last closing...................- 14 
Estimated net income for three months............... $ 4,548 
Ate rachionalbinveresn acu aan. nok, Mev tng tee oe 14 
A’s share of estimated net income....:............... $ 1,516 


These estimated earnings should be credited to A by a 
journal entry similar to the following: 


A COIL ALEE LEA ol reeked hyo hain Sean eaten s 1,516 
To credit A with his share of the estimated net 
income for the three months ended March 31, 1960. 


The account called ‘‘A’s Share of Estimated Net Income” 
should remain open until the closing of the books on 
December 31, 1960, when it should be closed to Revenue 
and Expense as a division of earnings. 

(2) The articles may provide that settlement with the deceased 
partner’s estate shall be postponed until the next regular 
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closing, at which time his account shall be credited with a 

share of the earnings. 

Various methods may be agreed upon for computing the 
deceased partner’s portion of the net income. Since the 
partnership retained his capital during the full period, 
he may receive a share of the earnings for the full 
period. Or his account may be credited with a share of 
the earnings for the full period minus an allowance for 
the loss of his services. Or the credit may be for the 
proper fraction of the period’s earnings, plus interest 
on his capital and on his share of the earnings from the 
date of death to the date of settlement. 

When settlement is thus postponed, the balance of the 

deceased partner’s capital account should nevertheless be 

transferred to a personal account. 


Incorporation of a Partnership 


Partners may decide to organize a corporation to take over the 
business of the partnership. If the partnership books are retained 
for use by the corporation, the accounting procedure is simple. 

To illustrate, assume that A and B are in partnership, sharing 
profits and losses equally. They decide to incorporate with an 
authorized capital of 250 shares of $100 par value, of which 170 
shares will be issued to them as their interests appear. The books 
are closed and the following after-closing trial balance is prepared. 


A AND B 
After-Closing Trial Balance 
December 31, 1960 


COP II NN teen Ree oy oat ee Re RARE 8 OES GO MIG ae CU Gla Guth ee 200 
Accounts Tecelvable:, PAMsan. scat aiacte oe La eee oN: 2,100 
Allowaenceior doubthull aceOunts emacs. centres nue 200 
Merchandise inventory casino ne cemeteries aaa 5,900 
[fT 01 Nec a elec tachycardia Mod reste 2,000 
Barldin'g 5. 25 este) Se 1 Fhe ee 1 ee 7,500 
Accumulated /depreciahiGnanrsarn wihek a ek ee Pieter gene: 1,500 
EXC COUNTIES: D4 VALCO’ cs. tratets abet inches cot Rage ae ne ee 1,000 
Notes pagrablerd 2 cccce cas ccctre o SEO aeEe ead RANE aIEy Peer 600 
AN dapitals xk. 244, 4.52 Bi ee ote 5 cote eaters sa cece ie aetna 6,000 
By capital) ..< Avid ORR ars ee eee ae eee ee tae 8,400 


17,700 17,700 


As a preliminary step, it may be necessary to adjust some of the 
accounts to bring their balances into conformity with values 
agreed upon for the purpose of transfer to the corporation. The net 
effect. of such adjustments is carried to the partners’ capital 
accounts in the profit and loss ratio. 
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As an example, assume that A and B, after reviewing current 
data on prices and values, agree that the assets of the partnership 
should be taken over at the following amounts: 


CANS oh. A> le re rk a als RE as lene Ge ae a $ 200 
INGCOUMUSTTECOlVaDle Atty eo. ae ae ene Cd, ee aE 1,800 
Werchandiserinventorye. 0. ee ee ee Ah ee 5,900 
Va e¥6 ie ses ea a as a Rae aS Sa RR Se a Oar RR meni Ree i 4,200 
ID inpepees ey Teer. | hake OM ee 6,500 


Entries to give expression to the above agreement are submitted 
below. 


NG CUIMULATER: GODreCinbiOns 2.1...) 4 saan Dee een oa eit es 500 
Allowance for doubtful accounts...................... 100 
Caprttalvadjustment account. ......0.8...25..00. 2068 2,600 

Adjustment of accounts prior to incorporation. 


CapitalvadiustmenteaccouUntens..:)s0sn rare eee ae ean 2,600 
PAMCADICALE APA eter shies Lhe eee. Soe Aa Oe 1,300 
Be Capitnlee Sem. fete. etek ba teh epee ak ae Ane eC a 1,300 
Division of the net result of asset adjustments made prior to 
incorporation. 


The change from the partnership form of organization to the 
corporate form is made by debiting the partners’ capital accounts 
to close them and crediting a capital stock account for the shares 
issued to the partners. If the sum of the partners’ capital account 
balances exceeds the par or stated value of the shares issued to the 
partners in exchange for the net assets of the partnership, a 
premium or paid-in surplus account will be credited. 

The entry for the issuance of the shares to A and B is: 


PAPER [YIGAL tee armies hence Le hte hore teksts ace gS ofl fot oe Rs 7,300 
BACADIGAIM erase SCR ee Pie Ce ere time eon 9,700 
Capitalistockes Pt SetF) ATS ANE Aes MATTIAS, 2 17,000 


Issuance of 170 shares of stock to A and B. 


If the partnership books are to be closed and new books opened 
for the corporation, the entries on the partnership books may be 
described in brief as follows: 


(1) Adjusting entries to bring the account balances into con- 
formity with agreed-upon transfer values. 

(2) Entries to record the effect of the adjustments on the part- 
ners’ capital accounts. 

(3) Entries to close the asset and liability accounts taken over 
by the corporation and to record the capital stock received 
in exchange. 

(4) Entries to distribute the capital stock of the corporation to 
the partners, which entries will close the partners’ capital 
accounts. 
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Partnerships (Continued) 


Liquidation 


The liquidation process. In its narrower sense, liquidation 
means the payment of a liability. But in its broader sense, liquida- 
tion means the process of winding up a business, converting assets 
into cash (or other distributable assets) by sale of the business or 
by piecemeal realization, disposing of the liabilities by payment 
or through their assumption by the purchaser of the business, and 
distributing the remaining cash (or other distributable assets) to 
the partners or stockholders. While this process is going on, a 
business is said to be in liquidation. 

Purposes of the illustrative cases. Two basic rules should 
govern all partnership dissolutions, and the illustrative cases are 
intended to show the application of these rules. The rules have to do 
with the distribution of any loss or gain incident to the liquidation 
process, and the order of distribution of cash. 

Distribution of loss or gain. The rule relative to the dis- 
tribution of any loss or gain may be stated as follows: 


Any known loss or gain should be recorded in the partners’ accounts 
before any payments are made to the partners. 


Or, stated in another way: 


Always distribute the gain or loss before distributing the cash. 
34 
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This rule cannot be too strongly emphasized. It has often been 
ignored, and serious errors have been caused by distributing cash 
in the capital ratio, the profit and loss ratio, or some other ratio, 
before recording liquidation gains and losses. 

The amount to which a partner is entitled when the business is 
liquidated depends on: 


His capital contribution. 

His drawings. 

His share of net income and losses on operations and gains and 
losses on liquidation. 

The balance in any loan account or in any other account with a 
partner showing amounts receivable from the firm or payable 
to the firm. 


Unless all of these factors are taken into consideration, it is 
impossible to tell what amounts should be paid to the partners. 

It also cannot be too strongly emphasized that, in the absence of 
a specific agreement to the contrary, the profit and loss ratio 
applicable to operating results also governs the division of gains or 
losses arising from the liquidation of a partnership. 

It is an error to assume that losses incurred at the dissolution 
of a partnership should be divided in the capital ratio. One writer 
has stated that such losses should be divided in the capital ratio 
and has undertaken to support this statement by the argument 
that, when the partners decide to go out of business, the partner- 
ship is dissolved, the partnership agreement is no longer binding, 
and, thereafter, losses are losses of capital and should be borne 
in the capital ratio. 

There are several answers to this argument. In the first place, all 
losses are losses of capital. If operations result in a loss, the capital 
of the partners is reduced; but the loss is borne in the profit and 
loss ratio. 

In the second place, the partnership is not dissolved merely by 
the decision to sell the business or to discontinue operations. The 
partners have placed their assets in a common fund, and they con- 
tinue to be partners until the business is sold, or until the assets 
are realized, and final distribution is made. Any liquidation losses 
are, therefore, partnership losses, and the agreement concerning 
the division of partnership losses governs their division. 

In the third place, the earnings or losses from operations, which 
have been divided in the agreed ratio, are merely periodical esti- 
mates; the true gain or loss on the partnership venture is not 
definitely determinable until the partnership is dissolved and the 
partnership resources are distributed among the partners. The 
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depreciation, which affected the income statements, may have been 
incorrect; the provision for bad debts may have been incorrect; 
other assets may have been incorrectly valued. All of these things 
have affected the earnings that have been divided in the profit and 
loss ratio; the loss or gain disclosed at dissolution is, in a sense, a 
correction of any such errors, and it also should be divided in the 
profit and loss ratio. 

Unless the profit-sharing agreement is expressly limited to the 
results of operations, and some other agreement is made with 
respect to liquidating gains and losses, it is incorrect to assume any 
such limitation. 

Order of distribution of cash. As a general rule, the cash 
should be distributed in the following order: 


To outside creditors. 
To partners for any loan accounts. 
To partners for capital accounts. 


This rule has some exceptions, which will be discussed and 
illustrated in subsequent sections. 

Material in Chapters 3 and 4. The illustrative cases in this 
chapter and in Chapter 4 fall into the groups mentioned below: 


In Chapter 3—-No payments to partners until realization of 
assets has been completed: 
Liquidation when partnership is solvent. 
Liquidation under conditions of insol- 
vency. : 
In Chapter 4—Installment payments to partners before realiza- 
tion of assets has been completed. 


Liquidation of Solvent Partnership after Complete 
Realization of Assets 


First group of cases. The two cases in this group illustrate 
liquidations when losses and expenses have not produced a debit bal- 
ance in any partner’s account. 

Case 1—-NO PARTNER’S LOAN. The following is a condensed 
trial balance of a partnership before liquidation: 


JASSEtaE ?. 6 EU TYELS CEA ; EAR «hee area Sew CeO E toe 35,000 

Liabilities’, sais 1 Fic aie ated Renton aero ee ee eee 5,000 
Ai, COD Alo cis 3 ck vepcetMeeRe spk ax ae oe 20,000 
By Capital Ss, ona eee er Oe ee eee 10,000 


35,000 35,000 


Gains and losses are shared equally. The assets are sold for 
$29,000 cash. 
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A AND B 
Statement of Partnership Liquidation 
(Starred Items are Credits) 


Assets Partners’ Capitals 
Noneash Cash Liabilities A B 

Profit and loss ratio. ...... oe 50% 50% 
Balances before realization... .. . $35,000 $5,000* $20,000* $10,000* 
Realization and loss............ 35,000* $29,000 3,000 3,000 
RAN COIPE eS. ovat 5 Get eae aie ; $29,000 $5,000* $17,000* $ 7,000* 
Cash payments: 

Mma militias. 29.3. ek... 5,000* 5,000 

Partners’ capitals........... 24, 000* 17, 000 7,000 


The heading of the liquidation statement may show a date or a 
period, depending upon the time required for the realization of the 
assets and the payments to creditors and partners. 

Case 2—PARTNER’S LOAN. This case illustrates the general rule 
that cash distributions should be made in the following order of 
priority: (1) to outside creditors in payment of liabilities; (2) to 
partners in payment of loans from them; and (8) to partners in 
liquidation of their capital investments. 

The following is a condensed trial balance of a partnership prior 
to liquidation: 


PAGO USIENNE SORE Ns Cede CPR ont, 2) 5, MO os MEMES TD tae 1 ADE 35, 000 

rapes...) aerate A. SM co ee cae aware. « 5,000 
Cm O SSO Re AR Meech <Back thar oeh CCR oe Ce ee eee 5,000 
Ce CENT tees te LC NR REE MR, Teac Meare wear POT 15,000 
JD ORY BY 511 Wa Oe aa er er rer eee Sk ons Ane ance ee ate 10,000 


35,000 35,000 


The assets are sold for $30,000. Since nothing is said concerning 
the profit and loss ratio, it must be assumed that gains and losses 
are shared equally. 

The liquidation statement is shown below. 


C AND D 
Statement of Partnership Liquidation 
(Starred Items are Credits) 


Partners’ Accounts 


Assets C D 
Noncash Cash Liabilities Loan Capital Capital 
Profit and loss ratio... 50% 50% 
Balances before realiza- 

GIONS HAE cisco <e eus aes $35 , 000 $5,000* $5,000* $15,000* $10,000* 
Realization and loss... 35,000* $30,000 2,500 2,500 
Balancesins. cs « «<-.-tancals $30,000 $5,000* $5,000* $12,500* $ 7,500* 
Cash payments: 

Tnabilities. ..... 3 5,000* 5,000 
Partner’s loan..... 5,000* 5,000 


Partners’ capitals. . _20 , 000* 12,500 ly 500 
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Second group of cases. The four cases in this group illustrate 
various conditions which may be encountered when losses and 
expenses have produced a debit balance in a partner’s capital account. 

Case 8—CAPITAL DEBIT PAID IN. This case is based on the 
following condensed trial balance showing the condition before the 
realization of assets: 


AGS ESING C5 « cusacteaectth AL Mercier sneted tapeet ico atin eer: 30,000 

Diabiities, S28 «| ihe whee. A ee ican ow An aoese meen ere we yams 12,000 
Es capitals 8 Gah ee Pen a in eee ors eer teh ort teers 15,000 
Be Capi tall ss yes RN eR Ee AS ER, «or IN eee 3,000 


30,000 30,000 


Profits and losses are shared equally. The assets realize $22,000. 
Charging F’ with $4,000, his share of the loss, produces a $1,000 
debit balance in his account; in fulfillment of his agreement to 
bear one-half of any loss, F pays in $1,000 in cash. If he had not. 
done so, # would have borne $5,000 of the loss and F would have 
borne only $38,000, which would have been in violation of the 
partnership agreement. 

E AND F 


Statement of Partnership Liquidation 
(Starred Items are Credits) 


Assets Partners’ Capitals 
Noncash Cash Liabilities E F 

Profit and loss ratio......... ae 50% 50% 
Balances before realization...... $30, 000 $12,000* $15,000* $3,000* 
Realization and loss............ 30,000* $22,000 4,000 4,000 
Balances rncantnsrcicn soc ore $22,000 $12,000* $11,000* $1,000 
Receipt of cash from F’.......... 1,000 1,000* 
Balancedeys 12188 ee Mee OTe $23,000 $12,000* $11,000* 
Cash payments: 

DVS DILIGIES a caees bee orcas ere 12,000* 12,000 

Partner's capital. os suas. 11,000* 11,000 


Case 4—-CAPITAL DEBIT OFFSET AGAINST LOAN CREDIT. Assume 
that G and H share profits in the ratio of 70% and 30%, and that 
their trial balance before realization of assets was: 


BSOUB Gs or mY ch one TE es eT eh eT ae ne 87 , 000 

Thiabilitios): iat sir: veil Boe nay lik <n Cera E NEY Yo 15,000 
(6 hal C0): UFR DARIN iON atie RPE ey ere 0 AR oc C5 My won as oth ea 10,000 
EP CEUDTORL IN oasis cscs Seneca Re gmt 20, 000 
FA BLO aM ns. a8 «Soon scale eee ORR ees a ee eee ee 24,000 
ELF Gaupiteal, 48: 2 ARP Rvs IIE ORR soa op cace rere ee oe Oa 18,000 


87,000 87,000 


The assets were sold for $55,000. Charging G with 70% of the 
loss, or $22,400, produces a debit balance of $2,400 in his capital 
account. The liquidation statement is on page 39. 
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A condition might exist that would make the immediate exercise 
of offset questionable. Suppose that G was personally insolvent. 
His creditors might claim that the amount receivable from the 
partnership on his loan was part of his personal estate, and there- 
fore a resource that should be available for the payment of his 
personal creditors. In such a case, it might be advisable to postpone 
the decision as to the exercise of offset until the legal status of 
such a claim by the creditors was determined. 

Case 5—PARTNER WITH DEBIT BALANCE; NO LOAN—Two 
PARTNERS. The assets, carried at $30,000, were sold for $18,000. 
Charging J with $6,000, half of the loss, produces a debit balance 
in his account. If there is a possibility of making a collection from 
I, his debit balance is not written off. If it is desired to distribute 
the cash on hand at this point, all of the cash on hand after pay- 
ment of the liabilities should be given to J, and he will be left with 
a credit balance equal to I’s debit balance. 


I AND J 
Statement of Partnership Liquidation 
(Starred Items are Credits) 


Assets Partners’ Capitals 
Noncash Cash Liabilities I i 

Profit;and Joss ratio... esse oon oe 50% 50% 
Balances before realization. ..... $30, 000 $10,000* $5,000* $15,000* 
Realization and loss............ 30,000* $18,000 6,000 6,000 
Balances seek cet av kes ee es $18,000 $10,000* $1,000 $ 9,000* 
Cash payments: 

Inabilities.. 2%. Ate ce 10,000* 10,000 

Partner’s capital. 2%... .o..5 8, 000* : 8,000 
Balances saree ce. See ree $1,000 $ 1,000* 


If it develops that J’s debit balance is uncollectible, J will be 
obliged to stand this additional loss, and the liquidation statement 
will be concluded as follows: 


Balances: (fromyabove)'sm..1cer ce oat ee eee Oe ee $1,000 $ 1,000* 
Additional dogs tard iiss, seaweed ces ate locate ee ae ee tee 1,000* 1,000 


Case 6—PARTNER WITH DEBIT BALANCE; NO LOAN—THREE 
PARTNERS. Assume that AK, L, and M are partners with capitals 
as shown in the following statement of liquidation, and that they 
share profits and losses in the ratio of 50%, 30%, and 20%, 
respectively. The assets, with a book value of $80,000, are sold for 
$58,000. Dividing the $22,000 loss in the profit and loss ratio 
produces a debit balance of $1,000 in K’s account. It is assumed 
that it is desired, after the liabilities are paid, to distribute the 
cash on hand before it is known whether K’s debit balance will be 
collected or will prove to be uncollectible. 
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The important thing to remember is that, if the partner with a 
debit balance ultimately fails to pay it in, this debit balance will 
have to be charged to the other partners in their profit and loss 
ratio. Therefore, the cash on hand should be distributed to the 
partners with credit balances in such a way as to leave exactly 
the right credit balances to absorb the loss. In other words, the 
partners with credit balances should be paid down to the amounts 
with which they will be charged if the partner with the debit bal- 
ance fails to make good this balance. In this illustration the profit 
shares of L and M were 30% and 20%, respectively. Therefore, 
they should be paid down to 3%p9 and 2% of $1,000. 


K, L, AND M 
Statement of Partnership Liquidation 
(Starred Items are Credits) 


Assets Partners’ Capitals 
Noncash Cash Liabilities  K_ L M 
Profit and loss ratio. . 50% 30% 20% 
Balances before reali- Wa ae 
7alOnaee a. fe eae. S60), 000 $20,000* $10,000* $26,100* $23, 900* 

Realization and loss.. 80,000* $58,000 11,000 6, 600 4,400 
Balances............ 4 $58,000 $20,000* $ 1,000 $19,500* $19, 500* 
Cash payments: 

Liabilities. ...... 20,000* 20,000 

Partners’ capitals 38, 000* 18,900 19,100 
Balances............ ~ $1,000 $ 600* $ 400% 


If it develops that K is unable to pay in his debit balance, the 
resulting loss to L and M is charged to them in their ratio of 30 
and 20 and the liquidation statement will be concluded as follows: 


Balances! Grom ADOVE)Ra. oats cart a toe nature oe $1,000 $ 600* $ 400* 
Loss from noncollection from K—chargedto Land M.. 1,000* 600 __400 


Third group of cases. The three cases in this group illustrate 
procedures which apply when a partner has sufficient capital (or 
capital and loan) to bear his share of the loss on realization, but not 
enough to bear his share of the actual, or possible, loss from noncol- 
lection of the debit balance in the capital account of another partner. 

Case 7—PARTNERS’ DEBIT BALANCES KNOWN TO BE UNCOL- 
LECTIBLE—No LOANS. It is assumed that four partners, with 
capital balances as shown in the statement on page 42, share 
earnings in the ratio of 40%, 40%, 15%, and 5%. The assets, with 
a book value of $38,000, were realized with a loss of $20,000; the 
liabilities, amounting to $15,000, were paid; and $3,000 cash 
remains for distribution. No partner will be able to pay in any 
debit balance which develops in his account. The liquidation state- 
ment on page 42 shows that the realization loss produces a debit 
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Partnership Liquidation under Conditions of Insolvency 


Partnership insolvent; partners solvent. If a partnership is 
insolvent but the individual partners are solvent, the partnership 
creditors can proceed against any partner for the collection of the 
portion of their claims which cannot be paid from firm assets. 

Case 9—T wo PARTNERS, BOTH WITH DEBIT BALANCES. Assume 
the following trial balance before realization of assets: 


Beto 2) ea eee Sener 6, Re Seem eee IS So o:5 « 25 , 000 

Totabulities:, cs Siccc cae coe eee meee ke oe ee eee 20,000 
RS capital... a. Bebe Ca io Se ies coe See 3,000 
S, capital , 4 a \.0.9n tees ae he reek es eae aie oe eee 2,000 


25,000 25,000 


Profits and losses are shared equally. The assets are sold for 
$17,000, or at a loss of $8,000. 


R AND S 
Statement of Partnership Liquidation 
(Starred Items are Credits) 


Assets Partners’ Capitals 
Noneash Cash Liabilities R S 

Profitvands loss ratios |e eee 50% 50% 
Balances before realization....... $25,000 $20,000* $3,000* $2,000* 
Realization ‘and loss2....-:... 4: 25,000* $17,000 4,000 4,000 
Balances incqyc cu eeene secon ne $17,000 $20,000* $1,000 $2,000 
Payments to creditors........... 17,000* 17,000 
Balan cess s, Sexe nate ke eee $ 3,000* $1,000 $2,000 


If the creditors collect the $3,000 
from FR, the liquidation statement will 
be continued as follows: 


Payment of liabilities by R...... 3,000 3,000* 
Balances after payment of liabili- 
TAGS comets ginhs CACM Esk on eek, $2,000* $2,000 


If & is able to collect $2,000 from S, 
the liquidation statement will be con- 
cluded as follows: 


R’s collection from S............ 2,000 2,000* 


If R can collect only $1,500 from S, 
the liquidation statement will be con- 
cluded as follows: 


Balances after payment of liabili- 

ties—as ‘above.i..........0n.. $2,000* $2,000 
R’s collection from S............ 1,500 1,500* 
Balance of S’s account written off 

asiailoss. toi, «cane 500 500* 
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Case 10—PARTNERS WITH DEBIT AND CREDIT BALANCES. It is 
possible for one or more partners to have credit balances in their 
capital accounts, even though the partnership is insolvent; but at 
least one of the partners, in that case, will have a debit balance, and 
the capital account debit balances will exceed the capital account 
credit balances. 

To illustrate, assume that 7, U, and V draw off the following 
trial balance preparatory to liquidation: 


INSSEUS grees RRO eee een RRA ep S Loe a 40, 000 

ingibiliticcaatseexr tis ciasersn weter G, Vo dette ep tenl ie soak hp: 20,000 
ALS CSU SES he Seen y Nee eee MEE Sos en hee dee Cee 3,000 
RECA PUA pate Reni Say A ca op csgenc. cases’ SET ge RAE 8,000 
VAR CAD Uae rears me erent Mets She, SOG) SCNOMRD | Ele A ERLE 9,000 


40,000 40,000 


Profits and losses are shared equally. The assets are sold for 
$19,000. 


T, U, AND V 
Statement of Partnership Liquidation 
(Starred Items are Credits) 


Assets Partners’ Capitals 

Nonecash Cash Liabilities it U V 
Profit and loss ratio..... 14 14 1g 
Balances before realization $40,000 $20,000* $3,000* $8,000* $9,000* 
Realization and loss..... 40,000* $19,000 7,000 7,000 7,000 
Ibalancesie. Lech: suotsae </- $19,000 $20,000* $4,000 $1,000* $2,000* 
Payment to creditors... . 19,000* 19,000 7 
Alan CES uct peccys caus Girogs $ 1,000* $4,000 $1,000* $2,000* 


From this point, various conditions may develop depending on 
which partner pays the liabilities. For instance: 


Partners’ Capitals 


Liabilities ae U V 
(a) If remaining liabilities are paid 
by T: 
Balances—as above........ $1,000* $4,000 $1,000* $2,000* 
Payment of liabilities by 7.. 1,000 1, 000* 
Remaining balances........ $3,000 $1,000* $2,000* 
(b) If remaining liabilities are paid 
by U: 
Balances—as above........ $1,000* $4,000 $1,000* $2,000* 
Payment of liabilities by U. 1,000 1,000* 
Remaining balances........ $4,000 $2,000* $2,000* 
(c) If remaining liabilities are paid 
by V: 
Balances—as above........ $1,000* $4,000 $1,000* $2,000* 
Payment of liabilities by V. _ 1,000 1,000* 


Remaining balances........ $4,000 $1,000* $3,000* 
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Again, various conditions may develop, depending upon the 
amount of the collection which U and V can obtain from T. If, 
after the payment of the liabilities, 


T pays in his debit balance in full, U and V can be paid in full. 

T can or will pay nothing further, his account will be written 
off by equal charges to U and V. Under conditions (a) and 
(c) above, the write-off will produce a debit balance in U’s 
account; U should pay V the amount of this debit balance. 

T pays in a part of his debit balance, and may or may not pay 
in more later. The amount of 7’s payment should be divided 
between U and V in such a manner as to reduce their capital 
balances as nearly as possible to equal amounts, since any 
loss on noncollection of 7’s account should be divided equally 
between U and V. 


Partnership insolvent; one or more partners insolvent. 
The following case explains the legal rights of creditors of an insol- 
vent partnership and the rights of creditors of an insolvent partner. 

Case 11. Assume that X, Y, and Z, sharing profits and losses 
equally, draw off the following trial balance: 


ASSCUS). oS cusncix. goa 50553 cae REE Bele Ds oi Rae epee = Meee 60, 000 

Dota DUCES! c-. ac Sete Socashas ohh RoR REND 8 cae eats 1 eee 40,000 
NE CAD LU allicnse cert tmeret JB otc aniia ake tte eno 5,000 
DSF OVNI? Mesh etrn Ook ara McRae eR An ot x en Shad idle 14,000 
ZAC A DULALS  fcect cavien ce eperietaiiay ool. esearch 1,000 


60,000 60,000 


The separate assets and liabilities of the partners, outside the 
partnership, are as follows: 


Assets Liabilities 


He Tle See Ba SOF RA... <u eee ee $ 1,000 $ 1,000 
Vs Abate), WRN, 56 ec PR ere ee 2,000 10,000 
Vit, SL! WRC. ua oer ea en ee. 15,000 1,000 


The partnership assets are sold for $36,000. 


xX, Y, AND Z 
Statement of Partnership Liquidation 
(Starred Items are Credits) 


Assets Partners’ Capitals 
Noncash Cash Liabilities XG ¥ Z 
Profit and loss ratio.... 14 14 \ 
Balances before realiza- 

KO) Oe tA MB Bhs a to $60 , 000 $40,000* $5,000* $14,000* $1,000* 
Realization and loss.... _60, 000* $36 , 000 8,000 8,000 8,000 
Balances, ws. orien $36,000 $40,000* $3,000 $ 6,000* $7,000 
Payments to creditors... 36,000* 36,000 


Balances, Aandi $ 4,000* $3,000 $ 6,000* $7,000 
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The legal rules which apply to the marshalling of assets when a 
partnership and one or more of the partners are insolvent may be 
stated as follows: 


The creditors of the partnership have a right to be paid in full 
from the firm assets before the creditors of the individual 
partners have any claim against the firm assets. 

After the firm creditors have been paid, the creditors of a partner 
with a credit balance may have recourse against his partner- 
ship interest to the extent of his credit balance. 

The creditors of a partner have a right to be paid in full from 
his separate assets before the creditors of the firm have any 
claim against these assets. 

After a partner’s personal creditors have been paid, the creditors 
of the partnership have access to the residue of his assets 
regardless of whether he has a credit or a debit balance, pro- 
vided the partnership creditors have already exhausted the 
firm assets. 


Further rights of partnership creditors. Continuing Case 11, the 
partnership creditors, who have had all of the firm assets applied to 
the payment of the firm debts and who still have claims of $4,000, 
cannot make any collections from X or Y, because the private 
assets of these partners are only sufficient, or are insufficient, to pay 
their personal debts. They have a right, however, to collect the 
entire $4,000 from Z. It is immaterial whether Z’s capital account 
shows a debit or a credit balance. The only essential fact is that Z 
will have $14,000 of assets after paying his private debts. Assuming 
that the partnership creditors collect the $4,000 from Z, this fact 
will be shown in the liquidation statement as follows: 


Partners’ Capitals 


Liabilities <X Ww Z 
BalaneesigrabOVel ne. os. ec oe nee $4,000* $3,000 $6,000* $7,000 
Payment of liabilities by Z.......... 4,000 4,000* 
(Balances rear we heparan tac ele ste $3,000 $6,000* $3,000 


* Credit. 


Rights of creditors of X. X has $1,000 of separate assets and 
owes $1,000 of liabilities to separate creditors. But, after the 
partnership losses are charged off, X has a debit balance of $3,000 in 
his capital account. This means that X is obligated to pay $3,000 
into the firm. This $3,000 is a personal obligation of X to make a 
contribution to the firm. The obligation arose from X’s profit and 
loss agreement with his partners; unless the $3,000 contribution is 
made by X, his partners will bear more than their agreed shares of 


the loss. 
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According to bankruptcy law and common-law decisions, X’s 
$1,000 of assets should be applied ratably toward the payment of 
his $3,000 debt to the firm and his debts of $1,000 to outsiders. 


Debt Payment 


To. they Grr: 02 fey esd aces Renee eae co tari kate $3,000 $ 750 
MOZOUtSIGENS: <.c es sues ete ae Co acre RR ite ene 1,000 250 
Totals foe ee ee eee ae eee $4,000 $1,000 


According to the Uniform Partnership Act, in force in many states, 
there is a different rule, as follows: 


‘‘Where a partner has become bankrupt or his estate is 
insolvent the claims against his separate property shall rank in 
the following order: 

“‘T, Those owing to separate creditors. 
“TI. Those owing to partnership creditors. 
‘IIT. Those owing to partners by way of contribution.” 


Under this rule, all of X’s assets would go to his separate credi- 
tors, who would be paid in full, and no contribution would be made 
by X to the partnership in payment of his $3,000 debit balance. 

Rights of creditors of Y. The ereditors of Y, after receiving his 
assets of $2,000, will have a further claim of $8,000. Toward the 
satisfaction of this claim, Y’s creditors can attach any interest 
which he may have in the partnership. The amount and nature of 
Y’s interest in the partnership will depend upon whether or not a 
contribution is received from X. 

If a $750 contribution is received from X, the accounts will show: 


Partners’ Capitals 


D6 Y Z 
Balances before contribution from X........... $38, 000. $6 , 000* $3, 000 
ContriiuUtlonet rome Aas rae eran fe ene Tae 
Balances sa ay. cick see ets coke gs posite nme no ata ES OROOO BESO ROUG 
OSSiOL EXESsACCOUD aac. fepear orem ates aeot cane aes 2200s) F1Ri25 ees 
Balan Ces cronaye eosin tncchen CRE RG RE a Rees $4,875* $4,125 


* Credit. 
Y has a partnership interest of $4,875, represented by the $750 
of cash on hand, received from X, and his $4,125 claim against Z. 


Y’s separate creditors are entitled to receive these amounts toward 
the settlement of Y’s liabilities to them. 


If no contribution is received from X, the accounts will show: 


Partners’ Capitals 


xX Yi 
Balances 98 above.«, ner areca ee $3,000 $6,000* $3,000 
Loss on X’s/account,)..- 0). Corte eee 3,000* 1,500 1,500 


Balances. INE DPE AE Es te he kkk. 8 he $4,500* $4,500 
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Y now has a partnership interest of $4,500, represented by his 
claim against Z. Y’s separate creditors are entitled to a contribution 
of $4,500 from Z. 

Rights of creditors of Z. No problems arise with respect to Z’s 
abilities because his assets are sufficient to pay all of the claims 
against him. 


CAH SA PPirE Re Peru 


Partnerships (Concluded) 


Liquidation in Installments 


Safeguard requirement. In the illustrative cases in the 
preceding chapter, all of the assets were realized before any pay- 
ments were made to the partners. Hence, all possible losses on 
realization were known and could be charged to the partners before 
any cash payments were made to them. 

But partnerships sometimes are liquidated in installments. That 
is, some of the assets are realized, the liabilities are paid, and the 
remaining cash is distributed to the partners. More assets are then 
realized, and the cash thus obtained is distributed to the partners. 
This process continues until realization of the assets has been 
completed to the extent possible and the proceeds have been paid 
to the partners in installments. 

When payments are made to partners in installments, they 
receive money before it is known what losses will be incurred and 
charged to them. To safeguard the liquidator and the partners, 
it is important to apply the following rule: 


Make payments to only those partners who would have credit 
balances remaining in their capital and/or loan accounts even 
though all possible losses were incurred, and pay such partners 
only the amounts of the credit balances which would remain 
under such circumstances. 
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If this rule were not followed and the payments made to a part- 
ner and the losses charged to him ultimately exceeded his equity at 
the time liquidation started, and if it should prove impossible to 
make recovery from the partner, an injustice would be done to the 
other partners. Moreover, a liquidator might find himself in 
jeopardy, because the partners who suffered as a result of his action 
might seek to obtain recovery from him. 

Two methods of determining the installment payments which 
can safely be made to partners are discussed in this chapter. 


First Method 


The cases presented in this chapter should not be regarded as 
exhausting the types of conditions which may be encountered in 
partnership installment liquidations. They merely show how the 
foregoing general rule is applied to a few selected conditions. In 
the solution of problems, no attempt should be made to find a 
comparable case. Any situation can be dealt with by application 
of the general rule. 

First case. It is assumed that there are no partners’ loans, and 
that each partner has sufficient capital to bear his share of any 
possible loss, so that there is no danger of a debit balance develop- 
ing in any partner’s account. 

Case 1. A,B, C, and D, sharing profits and losses equally, draw 
off the following trial balance preparatory to liquidation: 


Assetay (RONCASH) set Mec ac <3 enn De roa amines cae oe 59,000 

ia titles We ieee te hy ae cape ota Pee eas Mec Sits on 5,000 
FARR C ADIL AlN ce Mee tere tone oe, Me girs ecu aie 17,000 
USS RTE) 0) GN | eer. ome) cog oe RCE EERE LER ONORY cise pe eM eT ay . 15,000 
CAC A DIU Alera, Mean women Lees eS ox co et cs eta ees 14,000 
EECA DACA ed SAO Ey ccay ot Sica ten. ai ee genie eieadt eater 8,000 


59,000 59,000 


First installment: Assets carried at $34,000 are sold for $30,000; 
the liabilities are paid; and the remaining $25,000 of cash is 


distributed to the partners. 
Second, and final, installment: The remaining assets are sold 
for $9,000, and the cash is distributed to the partners. 


The liquidation statement is on page 52; the supporting schedule 
is on page 53. 
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Ch. 4 PARTNERSHIPS 
A, B, C, AND D Schedule 1 


Computation of Installment Payments to Partners 
(Excess of Credit Balances at Date of Installment Payment 
over Possible Subsequent Charges) 

(Starred Items are Credits) 


A B G D 
Profit and loss ratio. ..... 25% 25% 25% 25% 
First installment: Pras ; 
Balances before payment to part- 
nets—-Eixhibit Az—-.0 Go... oe $16,000* $14,000* $13,000* $7,000* 
Possible charges—Noncash as- 
sets, $25,000—Exhibit A...... 6,250 6, 250 652508 65250 
Possible credit balances—and safe 
payment to partners......... $ 9,750* $ 7,750* $ 6,750* $ 750* 


Second installment: 
There are no remaining noncash assets and the partners are paid the 
amounts of their balances after charges for realization losses. 
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Fairness of the procedure. No partner is defrauded in any 
way by this method of paying in installments. This fact can be 
demonstrated by assuming that no payments were made until after 
the realization was completed. The total loss and the total cash 
available for distribution after the realization of the assets was 


completed would have been: 


Loss Cash for Partners 


irsiiperiod 1 ee eee ee ae ee eee $ 4,000 $25 , 000 
Second Periodnvae ent). hen ste ree sere cpa 16,000 9,000 
otal Wi a Pepe A eS airs as AES. $20,000 $34 , 000 


The distribution of the loss and of the cash would have been: 


Partners’ Capitals 


A B C D 
Balances before realization............ $17,000 $15,000 $14,000 $8,000 
Mosscom realizationere. . .oatdeskesta ier. 5,000 5,000 5,000 5,000 
Cashidistribution. 4, s0s0n7)- eee $12,000 $10,000 $ 9,000 $3,000 


By the installment method illustrated, the partners were charged 
with the above amounts of loss, and were Le the above amounts 


of cash, as detailed below: 


Partners’ Capitals 


A B Cc D 
Charges for losses: 
Hirst: Pelods sap reyeey sks sss tert $ 1,000 $ 1,000 $1,000 $1,000 
Second PAO spite sh se ate 4,000 4,000 4,000 4,000 
Total sea... AIA eociee ee S aeee ok $ 5,000 $ 5,000 $5,000 $5,000 
Cash distributions: 
Rinses Period er mera cern ce) e oko sea cone ae $ 9,750 $ 7,750 $6,750 $ 750 
Second period piace terceacret latte ee ek 2,250 2,250 2,250 2,250 


SU aoe Senco UO mnc GUC URE me RGr $12,000 $10,000 $9,000 $3,000 
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A liquidator cannot compel partners to agree to installment 
payments which will properly safeguard him. If any partner 
objects to such payments, the liquidator will be wise to refuse to 
make any distributions until the realization of assets is completed. 

First group of cases. If there are no loans and if any part- 
ner’s capital before a cash distribution is less than his possible loss 
on the assets which will remain after the distribution, 


That partner should be paid nothing; 
The other partners should be left with capitals sufficient to cover: 


(1) Their own shares of a total possible loss on the remain- 
ing assets; 

(2) Their shares of the loss which might result from a part- 
ner’s failure to pay in a debit balance, and the con- 
sequent necessity of writing off his debit balance by 
charges to the partners with credit balances. 


In the first case in this group, one partner’s capital is insufficient 
to bear his share of a possible total loss on realization of assets; in 
the second case, two partners have insufficient capitals. In both 
cases, the other partners have sufficient capitals to absorb losses of 
the two kinds mentioned above, namely: (1) losses on asset realiza- 
tions, and (2) losses from write-offs of other partners’ uncollectible 
debit balances. 

Case 2. One partner with capital insufficient to bear his share of 
a total loss on realization; other partners with capital sufficient to 
absorb all losses. Assume that four partners have capitals and share 
profits and losses as follows: 

Profit and Loss 


Partner Capitals _— Ratio 
1 Ne Meech 3 OO Seen RT aA. Lore aby nos re Gree $20, 000 25% 
| hs er terete Os See RM A ENP ND, See Meme ea be 40 , 000 20 
QE ree Ps ASTUTE, POA shots Mhe Oe 50,000 25 
Tite ao oe Ae OO Ce eee 60, 000 30 


All liabilities have been paid. The partnership is dissolved and 
the process of realization and liquidation extends over five months. 


Assets Cash to 

Realized Loss Partners 

First-imonths4.¢ se ee ee $ 50,000 $10,000 $ 40,000 
Second ‘month. : 3.4 eerie ae oe 40,000 2,000 38,000 
Thirdsmonth> =. 37 eee ae Oe a eee 30,000 4,000 26,000 
Fotrthimonth,...ccrorteauseiercre temeeter rae ee 35,000 5,000 30,000 
Fifth*month:. 3s ae a ee ee ae 15,000 6,000 9,000 
Total. o3. oc dpe ee Ge ee $170,000 $27,000 $143,000 


The liquidation statement and supporting schedule are on pages 
55 and 56. 
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After the cash distribution for the third month, the balances in 
the partners’ capital accounts are in the profit and loss ratio: 


Capital and 
Capital Account Profit and Loss 


Partner Balance Ratio 
| De ant | SE ene aR sees Oe He $12,500 25% 
Vind gee te ee ee, Me ches oc bis 10,000 20 
(Oe en Bs Ae cS eR a eT ee ee ee 12,500 25 
ELE Ae ee ae 2 15,000 30 
EL OTA Sine seak chee ae ae eee soe ee $50,000 100% 


Whenever this condition prevails, subsequent installment distribu- 
tions can be made in the capital ratio because each partner’s capital 
balance is equal to his share of the remaining total possible loss. 

Case 3. Two partners with capitals insufficient to bear their shares 
of total possible loss on realization. Assume that four partners have 
capitals and share profits and losses as follows: 


Profit and Loss 


Partner Capitals Ratio 
dG os ERG ROMO CRETE CHO HCHO OEM et $40, 000 30% 
sh. ae <A ante RE RO hr, SOREN ce ORACR CR 60,000 20 
UES So te. aa oh eee rs eh nay RER A xe, REMI eCe 70,000 40 
ME IE hs ec a Re MO ree are eR 30,000 10 


Data for one installment payment are sufficient to illustrate the 
new point in the case: Two partners have insufficient capitals to 
bear their shares of a total loss, but the other partners have suffi- 
cient capitals to bear all possible charges. Prior to the first in- 
stallment payment, $24,000 is realized on noncash assets carried 
at $30,000. The partial liquidation statement and schedule are on 
page 58. 

Case 4. One partner with capital insufficient to bear his share of 
a total loss on realization; another with capital sufficient to bear his own 
share of a total loss on realization, but insufficient to bear in addition 
his share of a loss from failure to collect a partner’s debit balance. 
Again, data for one installment will suffice to illustrate the new 
point in the case. The partners’ capitals and profit and loss ratios 
are shown below: 


Profit and Loss 


Partner Capitals Ratio 
VIS eae oa aE CEES OS Se, Hell Sree eel ae $20,100 30% 
IN Mala ee a, eerste es 29, 100 20 
OS ee A cent oe 35,800 40 
Pie gh De gh Cis Geis a a 15,000 10 


Assets carried at $15,000 produce $12,000 in realization. The 
partial liquidation statement and schedule are on page 59. 
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Second group of cases—Partners’ loans. If partners have 
loan accounts as well as capital accounts, the rule that partners’ 
loans are to be paid before their capitals does not necessarily 
govern. The liquidator should consider the possible future loss and 
remember that, by the right of offset, losses may be charged 
against a partner’s loan account if his capital is not sufficient to 
cover his share of the loss. Hence, the total possible future loss of 
each partner should be compared with the sum of his capital and 
loan account balances. One partner with a capital and no loan may 
receive an installment payment if his capital exceeds his possible 
loss; another partner with a capital and a loan may receive nothing, 
because the sum of his capital and loan is insufficient to cover his 
possible loss. 

If the liquidator proposes thus to make a payment on a partner’s 
capital before making a payment on the loan account of another 
partner, the partner with the loan account may object on the 
ground of the general rule that partners’ loans should be paid 
before distributions are made on capital accounts. In such an event 
the liquidator should explain that the proposed basis is the only 
one by which he can make any immediate payment without 
running the risk of causing one, or possibly more, of the partners to 
bear more than a proper share of the loss. 

Case 5. Certain partners have loans; each partner has sufficient 
capital to absorb his share of a total loss on realization. The partial 
liquidation statement and supporting schedule are shown on page 
61. The partners’ capitals after the charging of realization losses 
are shown in the liquidation statement; their profit and loss ratio 
is shown in the supporting schedule. There is $20,000 of cash 
available for distribution to the partners. 
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Case 6. Certain partners have loans; one partner’s total of capital 
and loan is less than his possible future loss. The partners share 
profits and losses equally. The trial balance follows: 


Casket io, ROU SR See eo sk Pee Beet 10,000 

Other assets tv.end as Pao oe Gale acer ne ORE or en ean eee 45,000 

GE capitalé ax Oe Ca) Stee. che i ts oo octets ease ran eacatgs 25,000 
VileCapitial ee. eo. teh cewtc crt, We yimgt es yee tev ee ea oe gO eee 15,000 
GR) (oye reeks eee iar One eee P a hin Wein cei hs Ince ols eee 3,000 
W3. Capital ork. ...0RAs «iti: Poaenert bien: Gee ete ae Meee 5,000 
AGS ee eee eee ho, Oe ae Rie an nl nme Coe ~ 7,000 


55,000 55,000 


Although the cash on hand for distribution is exactly equal to 
the partners’ loans of $10,000, the case cannot be dismissed by the 
statement that partners’ loans should be paid before capitals, and 
that the entire $10,000 should therefore be used for the payment of 
the loans of V and W. It is necessary to determine the possible 
future loss chargeable to each partner, and pay only those partners 
who have capitals (or capitals and loans) in excess of their possible 
losses. 

The partial liquidation statement and supporting schedule are 
on page 63. 

Unpaid liabilities. If payments are made to partners in 
installments before the creditors are paid, the liquidator runs the 
risk of finding himself in a position where he cannot pay the 
creditors in full because of his inability to realize on the assets. 
He may be able to recover some of the amounts paid to the part- 
ners, and thus pay the creditors; but if he is unable to do this, he 
may be held personally liable to the creditors. To avoid placing 
himself in such a position, the liquidator should either refuse to 
make payments to the partners until the creditors have been paid, 
or withhold sufficient cash to provide a fund with which the 
creditors can be paid in full, and should distribute only the remain- 
ing cash to the partners. 

Ascertaining possible future loss when cash is not distributed. If 
the cash withheld from distribution to the partners is equal to the 
recorded unpaid liabilities, it can be ignored in the computation of 
possible future losses; the amount of the noncash assets should be 
considered to be the amount of the possible future loss. 

Any withheld cash in excess of the recorded liabilities should 
be added to the noncash assets in the determination of the possible 
future loss. It should be assumed that such cash is withheld for 
the payment of unrecorded liabilities or for possible future 
expenses. 
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Second Method 


Installment distribution plan. Instead of calling in an 
accountant periodically, after cash has been accumulated, to 
compute the payments which can safely be made to partners in 
each installment distribution, partners may ask the accountant to 
prepare an installment distribution plan which they can themselves 
apply to determine how cash should be distributed to them as and 
when it becomes available. Or the accountant may prepare such a 
plan for his own use (as an alternative to the First Method) in 
determining how successive installments should be distributed. 

The procedure for making and applying a distribution plan is 
shown in the three following illustrations. 

First illustration. Assume that four partners, about to liqui- 
date, have noncash assets of a book value of $59,000, no cash, lia- 
bilities totaling $5,000, and capitals and profit and loss ratio as 
follows: 


Profit and Loss 


Partner Capital Ratio 
Ail irs foto: 65, is War ap ee RL oe $17,000 25% 
| SA nS Ah, one eb orem nee eee ee LS Ned Mer 15,000 25 
CATES SE ae NRE GARE a ae. Sipe eo oe 14,000 25 
UD ch. Sie taeh Mag eee OO SME AAS Ss Se ens 8,000 25 


Preparation of a distribution plan. The steps in the preparation 
of a plan for the distribution of such cash as may become available 
are shown below. 


First step: 


(a) Determine, for each partner, the amount of loss which will 
extinguish his capital account and thus eliminate him 
from any cash distribution. This is done by dividing his 
capital account balance by his profit and loss per cent. 

(b) Indicate the sequence in which the PAE beet capitals would 
be extinguished. 


Profit and Loss Sequence of 
Partner Capital Ratio Quotient Extinguishment 
ATURE A $17,000 25% $68 , 000 4 
B incision evened lo, 000 25 60,000 3 
Ce tee ee 14,000 25 56,000 2 
U8 ee tas wet SIs yet mo 8,000 25 32,000 1 


Second step: 


Compute the balances which would remain in the partners’ 
accounts after charging losses in amounts sufficient to extin- 
guish partners’ accounts in the above-indicated sequence. The 
computation 1s shown on page 66. 
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Third step: 


Prepare a schedule for the distribution of cash as it becomes 
available; this is done by beginning with the bottom line of the 
tabulation on page 65, and working upward. 


Partners’ Capitals 
Cash Liabilities A B BCS oe 


Birstt c.f ee Ane $ 5,000 $5,000 
INGXt Fcc eyrtyee ease creeks 2,000 $2,000 
INGX ti Serierest eters ois or Me ote ee cP e Ieee 2,000 46 
INEXt Sates ciclicts coe n ene 18,000 4% 4% 
Nextt 0. O&O eee 32,000 a ae a 
Any additional cash resulting from 

gain on realization............. Wi Vee 


Application of distribution plan. The data used in the prepara- 
tion of the distribution plan were those of Case 1 on page 51. The 
assumed facts relative to asset realizations were: 


First Period Second Period 
Book value of assets realized................ $34 , 000 $25 , 000 
Mossion realizations eer. dee ene ee 4,000 16,000 


Avaalable;casher., wae cetho te tenis orcae eran ere $30 , 000 $ 9,000 


The losses will, of course, be shown in the liquidation statement; 
but to determine how the cash distributions should be made, we 


need only apply the distribution plan to the amounts of available 
cash. 


Schedule of Cash Payments Computed by Using the Distribution Plan 
Partners’ Capitals 


Cash Liabilities A B C D 

First installment: 

Pirst se Seen nee $ 5,000 $5,000 

Nextar etn te 2,000 $2,000 

INGxt vps taet ators eee 2,000 1,000 $1,000 

Nextar crud inane glo sQ0O 6,000 6,000 $6,000 

Remaining... ......: 3,000 750 750 750 $ 750 

Totaliee ts re $30,000 $5,000 $9,750 $7,750 $6,750 $ 750 

Second installment: 

In the $32,000bracket $ 9,000 $2,250 $2,250 $2,250 $2,250 


The liquidation statement is on page 67. It is the same as the 
one on page 52. 
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Second illustration. In the preceding illustration, the part- 
ners shared profits and losses equally. Unequal profit and loss per 
cents will not alter the method of preparing cash distribution plans. 
To illustrate, assume the facts of the preceding example, but with 
the following profit and loss ratio: 


PAs. ROP, 5 Ae is, 40% 
ee ees 30 
CMS). mee 10 
Dae Scan 20 
100% 


The schedule below indicates the order in which the partners may 
encounter deficiencies from realization losses. 


Capital Account Profit and Sequence of 
Partner Balance Loss Ratio Quotient Extinguishment 
A A race $17,000 40% $ 42,500 2 
f 53 ir apa Ont 15,000 30 50,000 3 
Ci ere er 14,000 10 140,000 4 
HOE RME eee 8,000 20 40,000 1 


With the order thus indicated, the schedule on page 69 can be 
prepared. 
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The data in the possible loss schedule on page 69 were used in 
the preparation of the following cash distribution schedule. 
A, B, C, AND D 
Cash Distribution Schedule 


Partners’ Capitals 
Cash Liabilities 4 B C D 


First scpcac ee ere meee $ 5,000 $5,000 

INGXti icc eee eee co oecate 9,000 $9,000 
INGX tach aise Peeters enya ee 3,000 34 VA 

INGXta2 cen ee Oe ee oe aes 2,000 46 3% 4 

INGXtiiehe ok eye er eat eee 40,000 449 Ko Mo Ro 
Any additional cash received..... 449 %9 Ko Ho 


The assumed facts relative to asset realizations in the preceding 
illustration were: 


Assumed Facts Relative to Asset Realizations 


First Period Second Period 


Book value of assets realized................ $34,000 $25 ,000 
oss on reslization...2h). a5 eee ee eee 4,000 16,000 
Available cash scons cc mcs teens ocak ere one $30, 000 $ 9,000 


The schedule of cash payments appears below, and the statement 
of partnership liquidation is on page 71. 


A, B, C, AND D 
Schedule of Cash Payments 


Partners’ Capitals 


Cash Liabilities A B Go D 
First installment: 
Bits taekpiet stan $ 5,000 $5,000 ; 
ING tia. camer: 9,000 $ 9,000 
INGx tape ee 3,000 $2 , 250 750 
IN GXtits on eee tenstreee 2,000 $1,000 750 250 
IN@xtic cies iceana torte eo OO0. 4,400 3,300 1,100 $2,200 
TRO GRE caneeckor $30,000 $5,000 $5,400 $6,300 $11,100 $2,200 


Second installment: 
In the $40,000 


bracketion cae $ 9,000 $3,600 $2,700 $ 900 $1,800 
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Third illustration. In the preceding illustrations of cash dis- 
tribution plans, the partners had no loan accounts. If partners’ 
loan accounts are present, their balances should be combined with 
the related capital account balances for purposes of determining a 
cash distribution plan. It is the total equity of each partner, 
including loans, that is relevant in determining the division of cash 
sums available for installment distribution. 

As noted earlier in this chapter, if installment distributions are 
being made to partners, the rule that partners’ loans have priority 
over capital account claims does not necessarily govern. The total 
possible future loss of each partner should be compared with the 
aggregate of his capital and loan account balances. An installment 
payment should be made only to a partner whose total equity is in 
excess of his share of total possible losses. 

The effect of partners’ loans can be demonstrated by referring 
to the preceding illustration. Assume the same facts with two 
exceptions: 


(1) A portion of the equity of partner A and of partner B is 
represented by a loan, as follows: 


Total Profit and 
Partner Loan Capital Equity Loss Ratio 


Ano roc eae $1,000 $16,000 $17,000 40% 
Boyt a 2,000 13,000 15,000 30 
Cet He 4) en eet ae 14,000 14,000 10 
D ig see ee 8,000 8,000 20 

Totnes dame $3,000 $51,000 $54,000 100% 


Since the total equity of each partner is the same as his 
equity in the preceding illustration, and the profit and 
loss ratio is unchanged, the plan covering the distribu- 
tion of available cash is unchanged; however, the first 
cash paid to A and B will be applied against their loans. 

(2) It is now assumed that cash becomes available for distribu- 
tion as follows: 


Mh atelCoyesainsty otal Samngadan ox $15,000 
End of second period............ 4,000 
End of third period’). ..can. 0s, +. 10,000 


A schedule showing cash distributions appears on page 73. 
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Venture Accounts 


Nature of ventures. It is difficult to define a business venture, 
because ventures may be conducted in so many different ways and 
may be used to carry on almost any phase or aspect of business 
activity. In general, and in its traditional meaning, a venture may 
be thought of as a more or less speculative undertaking (usually 
not a part of the regular business operations of the participant or 
participants) involving certain specific goods and terminating 
when these goods are disposed of. 

Years ago, before the present methods of foreign trade had been 
developed, a popular form of venture consisted of placing merchan- 
dise in the charge of the captain of a vessel, to be sold or bartered at 
his discretion in some foreign port. With foreign trade now on a 
basis of regularly conducted purchases and sales, this form of ven- 
ture is no longer common, but the idea that the term venture implies 
the shipment of merchandise still persists. This idea is erroneous 
and places an unwarranted limitation on the term. While it is true 
that ventures can be formed for the purpose of buying merchandise 
in one location and selling it in another, ventures may relate to al- 
most any type of business, including real estate development 
projects and speculation in securities, and to any part of business, 
such as research, promotion, distribution, or production. 

Single and joint ventures. Just as a business may be con- 
ducted by an individual or by a partnership, so ventures may be 


single or joint. If the venture is conducted by one individual or 
74 


Ch. 5 VENTURE ACCOUNTS 715 


business, it is a single venture. If two or more individuals or busi- 
nesses participate in the venture, it is a joint venture. 

Single ventures. If a venture is conducted by one individual 
or business as sole owner, the accounting is usually very simple. An 
account may be opened with the venture and charged with the cost 
of the merchandise and with all expenses and credited with the 
proceeds. The balance of the account is the gain or loss. 

Joint ventures. If two or more individuals or businesses 
engage in a venture, a partnership relation exists. Each participant 
may contribute merchandise or money, each may pay expenses, and 
each will share in the resulting gain or loss. As in any other partner- 
ship, gains or losses will be shared in accordance with the partner- 
ship agreement; if there is no agreement, they will be shared 
equally, regardless of relative investments. 

Joint venture accounting. There are two distinct methods 
of recording the transactions of a joint venture, the method to be 
chosen depending upon whether the venture is to be of sufficient 
duration and complexity to warrant keeping a separate set of books 
for it. These two methods may be described as follows: 


(1) No separate set of books for the venture. 
Each participant records all of the venture transactions 
in his own books. 
(2) A separate set of books for the venture. 
All of the venture transactions are recorded in the venture 
books. 
Each participant records in his own books only the 
transactions to which he is a party. 


First method of accounting. Each participant opens in his 
own books an account with the joint venture, and an account with 
each of the other participants. Transactions are recorded in the 
books of all parties as follows: 


(1) Merchandise contributions: 

The party contributing the merchandise debits Joint 
Venture and credits Inventory (if the merchandismg 
accounts are kept.on a perpetual inventory basis) or 
Merchandise Contributed to Joint Venture (if the 
accounting is on a periodical inventory basis). Each 
of the other participants debits Joint Venture and 
credits the participant making the contribution. 

(2) Cash payments for the venture: . 

The party making a payment, either for merchandise or 
for expense, debits the Joint Venture account and 
credits Cash. 
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The other participants debit Joint Venture and credit 
the participant who made the payment. 

(3) Cash given by one participant to another to be used for 
joint-venture purposes: 

The participant furnishing the money debits the account 
with the participant receiving it and credits Cash. 

The participant receiving the money debits Cash and 
credits the participant providing the money. 

Other participants debit the participant receiving the 
money and credit the participant furnishing it. 

When this money is later spent for the venture, entries 
are made as indicated in (2). 

(4) Sales for cash: 

The participant making the sale debits Cash and credits 
Joint Venture. 

The other participants debit the participant who received 
the cash and credit Joint Venture. 

(5) Sales on account: 

The participant making the sale debits Accounts 
Receivable—Joint Venture and credits the Joint Ven- 
ture account. 

The other participants debit the participant making the 
sale and credit Joint Venture. 

(6) Loss from bad debts: 

The participant who made the sale and is carrying the 
account debits Joint Venture and credits Accounts 
Receivable—Joint Venture. 

The other participants debit Joint Venture and credit 
the participant carrying the account. 

(7) Expenses paid by participants: 

If the expenses are paid in cash specifically for the ven- 
ture, entries are made as in (2). 

But the expense may have been part of a total payment 
charged by the participant to some expense account; 
in such a case, when the amount applicable to the 
venture is ascertained: 

The participant who paid the expense debits Joint 
Venture and credits the appropriate expense 
account. 
The other participants debit Joint Venture and 
credit the participant making the charge. 
(8) Salary allowed to managing participant: 

The participant receiving the salary debits Joint Ven- 

ture and credits Salary Income. 
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The other participants debit the Joint Venture account 
and credit the account of the participant who is 
allowed the salary. 

(9) Commissions allowed to managing participant: 

If commissions are allowed on purchases: 

The managing participant debits Joint Venture for 
the cost of the merchandise plus the commission 
and credits Cash and Commissions Earned. 

The other participants debit Joint Venture for cost 
plus commission and credit the participant making 
the purchase. 

If commissions are allowed on sales: 

The managing participant debits Cash (or Accounts 
Receivable), credits Commissions Earned, and 
credits Joint Venture for the net amount of the sale. 

The other participants debit the participant making 
the sale and credit the Joint Venture account for 
the net amount. 

(10) Withdrawals of cash: 

The participant receiving the money debits Cash and 
credits the participant sending the money. 

The participant sending the money debits the partici- 
pant receiving it and credits Cash. 

The other participants debit the participant receiving 
the cash and credit the participant sending it. 

(11) Withdrawals of merchandise: 

The participant receiving merchandise debits Inventory 
(perpetual inventory basis) or Merchandise Received 
from Joint Venture (periodical inventory basis) and 
credits Joint Venture. 

The other participants debit the one receiving the mer- 
chandise and credit Joint Venture. 

(12) Interest: 

It is sometimes considered equitable to allow interest 
on investments from the date of each investment to 
the date of settlement, and to charge interest on with- 
drawals from the date of each withdrawal to the date 
of settlement. 

The net credit or debit is computed, and an entry is 
made on each participant’s books as follows: 


Debit Joint Venture for total. 
Credit Interest Earned for own allowance. 
Credit other participants for their allowances. 
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(13) Distribution of gain: 
After the venture has been completed, the balance of 


the Joint Venture account will be the amount of the 
gain or loss. Assuming that a gain has been made, 
each participant will close the Joint Venture account 
by an entry as follows: 


Debit Joint Venture for total gain. 
Credit Gain on Joint Venture for own share. 
Credit other participants for their shares. 


(14) Final settlement: 
Each participant has an account with each other par- 


ticipant. To illustrate, assume that the books of 
three joint-venture participants contain the following 
balances: 


X’s Books Y’s Books Z’s Books 


Accounti withiexess. ani cree $1,000 Cr. $1,000 Cr. 
MG COBING AUN Wockonouascndso. $1,500 Cr. 1,500 Cr. 
INK VARIN 94, Soe cn d0dsouns 2,500 Dr. 2,500 Dr. 


X is entitled to receive $1,000 in final settlement of 
the venture, and Y is entitled to receive $1,500; 
these amounts, totaling $2,500, should be paid to X 
and Y by Z. When Z makes the payments, the fol- 
lowing entries are made: 


X’s Books Y’s Books Z’s Books 


Debits: Cash 1,000 X. 1,000 X 1,000 
Y 1,500 Cash 1,500 Y 1,500 
Credit: Z 2,500 Z 2,500 Cash 2,500 


Illustration. The following transactions of a joint venture will 
be used to illustrate the first method of making joint-venture 
entries. (See pages 80 and 81.) 


(1) June 1—A ships merchandise to C, who is to manage the 


venture. The merchandise is carried in the 
perpetual inventory at $3,000.00. 

1—A pays freight on the merchandise, $20.00. 

1—A makes a charge for delivery services of $10.00. 
As he uses his own delivery equipment, the 
$10.00 is credited to Delivery Expense. 

1—B sends C $2,000.00 in cash. 

1—B sends C a thirty-day draft for $1,000.00. 

5—C buys merchandise for the venture at a cost of 
$1,500.00, and is allowed a 2% purchasing 
commission. 
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(7) June 11—C discounts B’s draft, paying $3.33 discount. 
11—C purchases merchandise at a cost of $4,000.00, 


(8) 6c 
(9) a3 
(10) a3 
(11) 6c 
a2) 
(13) July 
(14) 6 
(15) <6 


and is allowed a 2% purchasing commission. 


17—C pays expenses, $75.00. 
24—C sells merchandise for $3,600.00 and is allowed 


a 2% commission. 


26—C sends A and B each one-third of the net pro- 


30—C sells the balance of the 


ceeds of the sale, keeping one-third thereof 
himself. 

merchandise for 
$6,000.00, and is allowed a 2% commission. 


1—Interest at 6% is to be credited to all participants 


1 


on credit entries in their accounts, and charged to 
them on debit entries. Interest is to be com- 
puted from date of entry to July 1. [In the case 
of the draft given by B to C, B is to be credited 
and C is to be charged with interest on the 
proceeds of the draft ($996.67) from the date 
of discount (June 11) to July 1.] 

The gain is divided equally. 


1—Settlement is made; C sends checks to A and B. 


Computation of Interest—(Hxplanation of Entry 13) 


A—Credits: 
June 1 
“a if 
“cc 1 
Debits: 
June 26 


B—Credits: 


Debits: 


Merchandise.» ade... acs $3,000.00 30 days $15.00 

Pirevorb tee whe gee case ees es oe 20100" (30 * .10 
Deliveryzer. ec. s cgreeiears apn LOLOOR SON .05 $15.15 
Cashier eer ey ee gene a /G00 Ro .98 
$14.17 

(CES Re oR ne cats Sete er eee $2,000.00 30 “ $10.00 
Proceeds, of dratt. squces. sx 996.67 20 “ 3.32 $13 .32 
CG Se £17600. .5 3 98 
$12.34 

Purchase and commission.... $1,530.00 26 “ $ 6.63 

«“ «“ “ _...> 4,080.00 20 “ 13.60 

HXPEN SES Rosy oes kee es eee (O00 ae 18 
Cash to.A and B.. ). 23.5: : Wy SPANO) “Gy 1.96 $22.37 

Cashiiromebreer cance 2,000.00 30 “ $10.00 

Proceeds of B’s draft. ...... 996.67 20 “ onoz 

Sale less commission........ So As 1 4.12 
ee! Ee PN ys Mote acne 5,880.00 Lh eres .98 18.42 
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Participants’ Accounts 


After completion of the posting of the entries for the transactions 
of the venture (1 to 12), for the interest (13), and for the distribu- 
tion of the gain (14), A’s account on the books of B and C will have 
a credit balance of $2,089.02, which A is entitled to receive in 
settlement. 

B’s account on the books of A and C will have a credit balance of 
$2,053.86, which is the amount B is entitled to receive in settlement. 

C’s account on the books of A and B will have a debit balance 
of $4,142.88, which C must pay to A and B: $2,089.02 to A, and 
$2,053.86 to B. After these payments have been made and recorded 
by entry 15, the accounts will appear as follows: 


Account with A 
(As it will appear on books of B and C) 


June 26 Cash from C........ 1,176.00 | June 1 Merchandise to C..... 3,000.00 
apie ih so Meek Mitre, aa oh 2,089 .02 Ie Freights 62.0 oee 20.00 
I Delivery go. ace ace 10.00 

Julyglinteresten.ne seers 14.17 

f). Gain, edesee, sere aoe: 220.85 

3,265 .02 3,265.02 


Account with B 
(As it will appear on the books of A and C) 


June 11 Discount on draft... 3.35) | Junerl Cash wo Grae oes 2,000.00 
26) Cashitroms: Clearer 1,176.00 iL, Drattxton. Ge cen eee 1,000.00 

dale i TE ee Pe 2, 05886) ||, July, lenteresteme sere 12.34 
1 Gain see eens eee 220.85 

3,233.19 3,233.19 


Account with C 
(As it will appear on books of A and B) 


June 1 Cash from B....... 2,000.00 | June 5 Purchase and com- 

1 Dratt; from 5 aco. 1,000.00 Missions wre ee 1,530.00 
24 Sale less commission 3,528.00 11 Disc. on B’s draft... Sieh) 
30 Sale less commission 5,880.00 11 Purchase and com- 

MISSION eee 4,080.00 

17 Expenses paid...... 75.00 

26 Cash to A and B... 2,352.00 

Julys Interests sans coe 3.95 

LEGain, OR jk een eee 220.84 

le@ashtotA ses fe 2,089 .02 

le (SR EBs Ree 2,053.86 

12,408.00 12,408.00 


Uncompleted ventures. Prior to the completion of a venture, 
the venture account may have either a debit balance or a credit 
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balance. A debit balance will exist in cases where the aggregate 
investment in the venture exceeds the gross proceeds thus far 
realized from the venture operations. A credit balance will exist 
in cases where the gross proceeds realized from the venture exceed 
the aggregate investment to date. 

If the venture account has only debit entries in it, no sales or 
other revenue transactions having occurred, the debit balance 
represents the aggregate investment to date in the venture. Such 
balance, after deduction of the investments made by other par- 
ticipants, should be listed among the assets as an investment if 
financial statements are prepared at this stage of the venture. 
The investment may be either a current asset or a noncurrent 
asset, depending upon the expected duration of the venture. 
Thus, assuming that the venture will be of short duration, the facts 
may be presented in the balance sheet in the manner illustrated 
below: 

Current assets: 
Investment in joint venture: 


IA SRCUS ORV MUU Cae tbcr ih Mein. An ciraltcn ose deine ererou RITE oer $1,500 
Less equity of other participants........<-....2.50.0+.+ 950 $550 


If both debit and credit entries appear in the venture account, 
and the venture is uncompleted, the account, whether it has a debit 
or a credit balance, probably will require adjustment at the time 
financial statements are prepared. The nature of such adjustment 
can be illustrated by assuming that Y and Z each invests merchan- 
dise costing $1,000 in a joint venture. Assume the following 
alternative situations: 


(a) One-half of the merchandise is sold for $1,500. 
(b) One-half of the merchandise is sold for $2,000. 
(c) One-half of the merchandise is sold for $2,500. 


The balance in the Joint Venture account and other related facts 
under each alternative are as follows: 


Balance in Joint Inventory on Hand Gain on Venture 


Venture Account at Cost to Date 
(a) $500 (debit) $1,000 $ 500 
(b) —0- 1,000 1,000 
(c) 500 (credit) 1,000 1,500 


The entries on the following page, applicable to each of the 
three above-stated situations, adjust the Joint Venture account to 
an amount equal to the cost of the remaining merchandise com- 
mitted to the venture and recognize the gain thus far earned from 
the uncompleted venture. 
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Y’s Books Z’s Books 

(a) Joint venture........ 500 Joint venture........ 500 
Gain on venture... 250 Yo eae aE 250 
YAS Mis Meee Wh BHD tee be! 250 Gain on venture... 250 

(b) Joint venture........ 1,000 Joint venture........ 1,000 
Gain on venture... 500 ) ect gs amet arss Pace: 500 
Dis PES, PET oe 500 Gain on venture... 500 

(c) Joint venture........ 1,500 Joint venture........ 1,500 
Gain on venture... 750 Verse os reeecy pce ee 750 
VASE AO ee aes 750 Gain on venture... 750 


Assuming that Y is managing the venture, the relevant accounts 
on Y’s books would, under case (a), appear as follows: 


Joint Venture 7h 
Merchandise (1) 1,000 | Sale (3) 1,500 Merchandise (2) 1,000 
Merchandise (2) 1,000 Adjustment (4) 250 


Adjustment (4) 500 


Cash Inventory 
Proceeds from Balance xxxx | Transferred to 
sale (3) 1,500 Joint Ven- 
ture (1) 1,000 


Gain on Venture 
Adjustment (4) 250 


If Y prepared financial statements at this stage of the venture, 
the following balance sheet disclosure would be acceptable: 
Current liabilities: . 
Liability to other participant in joint venture: 


Participant’s unwithdrawn investment and profits....... $1,250 
Legs jointrventirerassetsa.. a5 suetenid ice ee area ena oe 1,000 $250 


If the venture is highly speculative, it may be hazardous to take 
up any interim gain before the venture is completed. However, if 
the venture has progressed to the point where a credit balance 
appears in the Joint Venture account, the account may at least 
be adjusted to zero, thereby recognizing a gain equal to the credit 
balance. Of course, if it were likely that future expenses would 
exceed future revenues, it would be inadvisable to take up any 
interim gain on the venture. 

Second method of accounting. Assume that a separate set 
of books is kept for the transactions of the venture. Entries on 
pages 85 and 86 show how the illustrative transactions would be 
recorded in the books of the three participants and in the separate 
venture set. The entries are numbered to correspond with the 
statement of transactions beginning on page 78. All of the partici- 
pants’ books are assumed to be kept on a periodical inventory basis. 
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With a separate set of books, it is not necessary to keep the 
Joint Venture account on the participants’ books in a manner which 
will show the purchases, sales, and expenses of the venture. The 
gain or loss will be determined from the books of the venture. Nor 
is it necessary for each participant to keep an account with each 
other participant, as the books of the venture will show the interest 
of each participant. Each participant keeps only a Joint Venture 
or an Investment in Joint Venture account, charging it with what 
he puts into the venture and with his share of the gains, if any, and 
crediting it for losses, if any, and with what he takes out. He 
makes no record of the investments, withdrawals, and expenses 
of the other participants. 

The venture accounts which will appear on the various partici- 
pants’ books are illustrated by the following account kept by A: 


A's Account with Joint Venture 


IWMerchandise®...225 5%. 50a. oa. 3 \O0O200u Cash ae ae oe enya iy eae a 1,176.00 
IIXPCMSO My ee So su a 6 is 20.00 | Cash—final settlement....... 2,089 .02 
BER Ae Ete aD 10.00 
WINGETOS Gees Prete. segio tenance wsbiad o/s 14.17 
KATIA oath ce thts cnatatts ged tex 220.85 
3,265.02 3, 265.02 


The participants’ accounts which will appear on the venture 
books are illustrated by the following account with A: 


Joint Venture’s Account with A 


(CRE G5 BR ceca sae On nek ee era ZOPOOMINierchandises yn tae Gee 3,000.00 
Cash—final settlement....... ZZ0S9sOZal Experises,. ves ces come oe 20.00 
SATAN BO a eet of 10.00 

Interest: c2 oie arate emis 14.17 

Gaile ens. er per ores 220.85 

3,265.02 3,265 .02 


In a similar way, B’s account with the venture would be reciprocal 
with the venture’s account with B; and the same would apply to 
C’s accounts. 

Interest. The computation of interest in the preceding illus- 
trations of the two methods of accounting was based on the assump- 
tion that C, as manager of the venture, was permitted to merge 
the venture funds with his own, and was therefore properly 
chargeable with interest on advances made to him. > 

Special note. The first method is the one to be used when joint 
venture accounts are called for in problems and no accounting 
method is specified. 

Use of the corporate form of organization. In recent years 
there have been instances of joint venturers forming corporations 
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to carry on special projects. Often the circumstances indicated that 
the project was not likely to be temporary, and significant amounts 
of capital were required. Under such an arrangement, the partici- 
pants took equal shares in the capital stock of the newly-formed 
corporation. This plan has been adopted in situations where the use 
of the combined ‘‘know how” of the participating businesses 
appeared necessary or desirable if the undertaking were to be 
successful. Frequently the venture involved research and develop- 
ment initially, and later the production and sale of new products. 

The 1959 annual report to the stockholders of Dow Chemical 
Company can be cited for examples of such arrangements. The 
report mentions the following jointly owned (50:50) corporations: 


Dow Corning Corporation, owned jointly with Corning Glass 
Works. 

Ethyl-Dow Corporation, owned jointly with Ethyl Corporation. 

Dow Badische Chemical Company, owned jointly with BASF 
Overzee N. W., a subsidiary of a German chemical company. 


In a sense, these are modern joint ventures, and their use raises 
some interesting accounting questions. One of the more difficult 
questions is whether parent and subsidiary accounting principles 
and practices should be extended to apply to accounting for 50% 
investments in jointly owned companies. This question is given 
some attention in Chapter 25. 
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Consignments 


Definitions. A consignment is a transfer of possession of 
merchandise from the owner, called the consignor, to another party, 
called the consignee, who becomes the agent of the owner for the 
purpose of selling the goods. A consignment is a bailment, and 
the relation between the consignor and the consignee is one of 
bailment and agency; therefore, a consignment is governed by the 
laws of bailments and agencies. 

From the standpoint of the consignor, a consignment is a con- 
signment out; from the standpoint of the consignee it is a consign- 
ment in. A consignment out is sometimes referred to merely as a 
shipment, and a consignment in is sometimes referred to merely as 
a consignment. The use of the terms shipment and consignment 
with these special meanings is not general, nor is it to be recom- 
mended, because these terms are not self-explanatory and because 
the word consignment is thus given both a general meaning, denot- 
ing all consignments, and a special meaning, denoting only con- 
signments in. The terms consignment out and consignment in are 
preferable. 

Sale and consignment distinguished. The fundamental 
distinction between a sale and a consignment is this: In a sale the 
title to the goods passes from the seller to the buyer, whereas in a 
consignment the title to unsold goods remains with the consignor. 


This distinction must be borne in mind for three reasons. 
89 
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First, since a consignment is not a sale, no profit results from 
the transaction, and none should be taken up, until the goods have 
been sold by the consignee. 

Second, since the title to the goods remains with the consignor, 
any goods out on consignment must be included in the consignor’s 
inventory when his books are closed. 

Finally, if the consignee becomes insolvent, the consignor may 
be able to recover his goods, in which case he will not have to take 
his place with the other creditors and receive only a prorata 
settlement. 

Reasons for consignments. The consignor may make a con- 
signment instead of a sale for the following reasons: 


(1) For credit purposes. There is less risk in a consignment than 
in a sale, since the consignor retains title to the goods until 
the consignee sells them. When a sale of the consigned 
goods is made, the consignee does not become a general 
debtor of the consignor; as the agent of the consignor, 
he must keep the proceeds of the sale separate, and must 
remit to the consignor according to the consignment 
agreement. 

(2) To introduce a commodity. When the demand for the 
merchandise is so meager or uncertain that retailers 
hesitate to purchase, the consignment enables the owner 
to place his goods before the public. 

(3) Sending out goods on consignment to consignees in various 
locations is an effective way of making market surveys in 
new territories. 

(4) To control the selling price to the consumer. 


From the consignee’s standpoint, consignments may be prefera- 
ble to purchases for the following reasons: 


(1) Because of market fluctuations. When, as in the case of 
produce, market prices are subject to sudden, frequent, 
and considerable fluctuations, there is too much hazard 
in buying at quotations sent out several days before the 
goods are received and in selling at market prices pre- 
vailing after the goods have been received. The con- 
signment method avoids this risk, because the consignee 
merely acts as the agent of the consignor, selling the 
goods at the market price and taking his compensation 
in commissions. 

(2) Because of the danger of tying up capital in unsalable 
goods. A merchant may feel that the demand for a com- 
modity is too uncertain to warrant purchasing it, although 
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he may be willing to take the goods on consignment, 
with no obligation to pay for them until after they have 
been sold. 


Consignment transactions are not so common as they formerly 
were. This decrease in consignment operations is due partly to 
the fact that the markets are more highly developed and retailers 
are more disposed to control their operation through purchases. 
Also, there has grown up a tendency to make sales with return 
privileges. Sometimes the purchaser is entitled to make unqualified 
return and receive a payment in cash; in other cases he is permitted 
to return the merchandise and obtain a credit against which 
subsequent purchases can be charged. 

Also, with the development of large-scale business operations, 
the extending of the market is more frequently accomplished by 
the establishment of sales agencies or branches than by recourse to 
consignments. . 

Rights of the consignee. The principal rights of the consignee 
are: 


(1) The right to be reimbursed for advances and expenses. In 
some instances, particularly where commission mer- 
chants handle grain, it is customary for the consignee to 
make advances to the consignor before the produce is 
sold. And in nearly all consignments, the consignee 
usually pays some expenses—cartage, if nothing more. 
The consignee has a right to be reimbursed for these 
advances and expenses; in fact, he has a lien on the 
merchandise to the extent of the advances and the ex- 
penses, and he can sell the goods to satisfy the lien. He loses 
the lien on the goods when he parts with possession of 
them, but he obtains in its place a lien on the proceeds of 
the sale. 

(2) The right to compensation. Commission merchants usually 
take, as compensation, a percentage of the gross sales 
price. Merchants selling manufactured goods, or other 
merchandise taken on consignment, may receive a com- 
mission computed on a percentage basis, or they may 
retain the amount by which the sale price exceeds a figure 
stated by the consignor. 

(3) Right to warrant. The consignee, in making sales, has 
authority to make the usual, but not extraordinary, 
warranties, and the consignor will be bound by such 
warranties. 
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(4) Right to extend credit. If the extending of credit is a custom 
of the business, and if the consignor has not expressly 
restrained the consignee from extending credit, the 
consignee has a right to sell goods on account. The account 
thus created is the property of the consignor, and any loss 
on the collection of the account must be borne by the 
consignor. The consignee may, by special agreement, 
guarantee the accounts; if he makes such a guarantee, he 
is known as a ‘‘del credere agent’ and is entitled to an 
extra compensation for assuming the risk incident to the 
guarantee. 


Duties of the consignee. The principal duties of the con- 
signee are: 


(1) To care for the consignor’s property. It is sometimes said 
that the consignee must take as good care of the con- 
signor’s property as he takes of his own. This is not a 
good statement of the rule, since the consignee may not 
take reasonable care of his own goods. The consignee 
must give the consignor’s property such care as an ordi- 
narily prudent man would give them. Having done this, 
he is not liable for damages to the goods. 

(2) To exercise prudence in granting credit and diligence in 
making collections. This is merely one requirement of the 
general rule that the consignee, in fulfilling the duties of 
his agency, must exercise ordinary prudence and diligence. 

(3) To keep the consignor’s property separate from his own. 
This duty may be discussed under two headings. First, 
the consignee must keep the merchandise separate from 
his own in order that it can be identified as the property 
of the consignor. This does not mean that there must 
be actual physical separation, but there must at least be 
records sufficient to show what property in the con- 
signee’s possession belongs to the consignor. Second, if 
the consignee sells goods on account, he must keep his 
records in such a way as to make a distinction between 
his own accounts receivable and accounts receivable 
originating from sales of consigned goods and thus 
belonging to the consignor. 

(4) To make reports of and settlements for sales in accordance 
with the terms of the consignments. These terms may 
require settlement after the sale of the entire consignment, 
settlement after certain portions of the consignment have 
been sold, or settlements at stated intervals. 


Ch. 6 CONSIGNMENTS 93 


The report of the consignee is called an account sales, and is 
made in a form similar to the one following: 


WESTON CO. 
Elgin, Illinois 


Account sales of 5 water heaters 


Sold for account and risk of 
Ca Ds Jones Teco: 


Chicago, Illinois 


Sales: 
5 water heaters at $125.00 $625.00 


Charges: 


Freight $ 15.00 

Local transportation 3.00 

Commission——25% of $625.00 156.25 174.25 
Proceeds: 


Check enclosed $450.75 


Consigned merchandise unsold __None. 


Consignee’s entries. Following are the entries to be made by 
Weston Co. to record the transactions relative to the consignment 
received from C. D. Jones & Co. 

Entry for receipt of goods: 


Open a consignment in account and make a memorandum of the number and 
nature of the articles received, as follows: 


Consignment In—C. D. Jones & Co. 


5 water heaters 


Entry for expenses: 
Consignment in—C. D. Jones & Co............... seen 18.00 


Cash iOmexpense2CcOUMts)axaurpiae ty se nes a: 18.00 
For freight, $15.00, and local transportation, $3.00. 
Entry for sales: 
Gash sete iene: Be eee LORE ie Aa A online» 625.00 
625.00 
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Entry for commission: 


Consignment in—C. D. Jones & Co.................44.- 156.25 
Commissions’earned=:)s see et te mene ore meee 156.25 


Entry for settlement: 


Gaal. = each reese. Lain cca fein gr eee eae \ 430.75 


After final settlement, the consignment in account will appear as 
follows: 


Consignment In—C. D. Jones & Co. 


5 water heaters Sales—5 heaters........... 625.00 
reightt oe eee tree 15.00 
Local transportation....... 3.00 
@ommigsionas eee. oe eee 156.25 
Proceeds remitted......... 450.75 
625 .00 625.00 


Any advances made by the consignee to the consignor may be 
charged to the consignment in account, since the consignee is 
entitled to recover both expenses and advances. 

Consignment in accounts in the balance sheet. When the 
consignee closes his books and prepares a balance sheet, some 
consignment in accounts may have debit balances, representing 
the excess of expenses, commissions, and advances over the pro- 
ceeds of sales. These balances represent assets, and should be so 
shown in the balance sheet. Other accounts may have credit 
balances, representing the excess of the proceeds of sales by the 
consignee over his expenses, commissions, and advances. These 
balances represent liabilities of the consignee to consignors, and 
should be so shown. 

If a controlling account is kept with all consignments in, the 
balance of the controlling account will be the difference between 
the debit and the credit balances of the individual accounts. But 
the balance sheet should show the total debit balances and total 
credit balances of the individual consignment accounts as assets 
and liabilities, respectively, and not merely show, as an asset or a 
liability, the net amount reflected by the balance of the controlling 
account. 

Before the balances to be shown as assets or liabilities are 
obtained, any commissions which have been earned but not re- 
corded should be put on the books. 

To illustrate, assume that the controlling account and the 
individual accounts in the subsidiary ledger of a consignee appear 
as shown on the following page. 
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Consignments In—Controlling Account 


Expenses paid........... 35.00 | Sale—water heater........ 125.00 
ACLY ANCES emer ne na 150.00 | Sale—2 ironing machines... 300.00 


Consignment In—A 


a ee ee Ce 
5 water heaters Sale of 1 heater........... 125.00 
rere Gwe on. e. hews 5a os 15.00 
INGVATICCS SM neat ee ee 150.00 


Consignment In—B 


6 ironing machines | Sale of 2 machines......... 300.00 
Brereton etic sr 20.00 


No commissions have been taken up. The rate on both water 
heaters and ironing machines is 25%; therefore, before the books 
are closed, the following entry should be made: 


Consignment in——A yt. SA ee pe aa es, heey rte 31.25 
Consionment 0n— Bee of a 5 nics Seeks oe ee pe ands 75.00 
Gommissions,earnedir sc decors tides Pao eG 106.25 


After this entry is posted, the accounts will appear as follows: 


Consignments In—Controlling Account 


EXPCNHES © oc, sue ou we) celaceis 35.00 | Sale—water heater......... 125.00 
INGVATICES tee atc ai8 vicienicnrs Ss 150.00 | Sale—2 ironing machines... 300.00 
Commissions 17 21ers 106.25 


This account now has a credit balance of $133.75. But this 
balance should not appear in the balance sheet, because it is the 
difference between an asset and a liability. The balance sheet 
should show the asset represented by the balance of the Consign- 
ment In—A account, and the liability represented by the balance 
of the Consignment In—B account. 


Consignment In—A 


5 water heaters alesofer beaters Yomee a...) 125.00 
Pei gM teee ee toieyetuelovesesricpan: 15,,00>|=Balance—down. 3.0... 0.11 71.25 
ING VameGS ate oss ae eee 150.00 
Commission... 42.4000... BIL PAS 

196.25 196.25 
Balance (asset)........... 71.25 


6 ironing machines 


Freight 
Commission... aoe eer 75.00 
Balance—down........... 205 .00 
300.00 300.00 
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Consignor’s records. The entries to be made by a consignor 
will depend upon conditions which may be outlined as follows: 


Sales, cost of goods sold through consignees, and consignment 
expenses are: 
Kept separate from those associated with regular sales; 
Not kept separate from those associated with regular sales. 


The merchandising accounts are kept on: 


A perpetual inventory basis; 
A periodical inventory basis. 


Regardless of these various conditions, the consignor will have 
an account with each consignment. These accounts may be kept 
in the general ledger, or there may be a controlling account in the 
general ledger and individual accounts in a subsidiary consignment 
ledger. The consignment accounts should not be kept in the ac- 
counts receivable ledger. 

Entries illustrating accounting procedures applicable to the 
four varying conditions mentioned above are given on pages 97 
and 98. The assumed facts are as follows: 


C. D. Jones & Co. of Chicago consigned five water heaters to 
Weston Co. of Elgin, Illinois. The heaters cost the consignor 
$60.00 each. 

The cost of hauling the merchandise to the freight depot in 
Chicago, paid by the consignor, was $5.00. 

Packing costs were estimated to be $6.00; the consignor charges 
all such costs to a Packing Expense account; the $6.00 re- 
garded as applicable to this consignment is merely a portion 
of the total of such expenses. 

The consignee remitted $450.75 as the proceeds of the consign- 
ment. (See account sales, page 93). 
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Alternative entries for sales as reported by account sales. 
When an account sales is received from the consignee, an entry 
may be made for the net proceeds (as in the foregoing illustrations) 
or the entry may show the gross amount of the sale and the deduc- 
tions made by the consignee, as shown below: 


i eh cola k Ske A ELT pene os hin owas 450.75 
Consignment freight and cartage...................000.. 18.00 
Sales commissions—Consignees....................0000 156.25 

Saless (or Consignment Sales)).4. onset ee wate oo8a5- 625.00 


Many accountants consider it preferable to follow the method of 
showing the gross sale price and the consignee’s expenses, because 
of the additional information thus furnished by the accounts. 

Consignor’s inventory. If any goods sent out on consignment 
are unsold when the consignor closes his books, they should be 
included in the consignor’s inventory. The inventory value should 
include the cost of the goods plus any expenses incurred which are 
applicable to the unsold goods and are properly inventoriable. 
For example, freight charges paid by the consignee should be 
included in the inventory figure, but reimbursable advertising 
expenses paid by the consignee are not considered acceptable 
additions to inventory cost. They should be expensed. 

If the accounts are kept in a manner to show consignment sales 
separately (on either the perpetual or the periodical inventory 
basis), the balance of the Consignments Out controlling account 
(or the sum of the balances of the individual accounts) will repre- 
sent the inventory of consigned goods (except for unreported 
expenses paid by consignees that are properly inventoriable), 
because the Consignments Out account will have been charged 
with the cost of the goods and with applicable expenses. Its balance 
will appear in the balance sheet as part of the inventory. 

If consignment sales are not kept separate from regular sales, the 
Consignments Out account will be charged with only the cost of 
the goods on consignment, and expenses will be charged to the 
various expense accounts. It is advisable to make memorandum 
notations of expenses in the explanation columns of the individual 
consignment out accounts at the same time that the expense 
accounts are charged; reference to the unclosed consignment out 
accounts will then show the cost of unsold goods and the expenses 
applicable to these goods. When the expense accounts are closed, 
the portions applicable to goods on consignment can be transferred 
to an account called ‘‘ Deferred Consignment Expense” and shown 
with other prepaid expenses in the Current Assets section of the 
balance sheet or included in the balance sheet valuation of the 


consigned goods inventory. 
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When consignment sales are not kept separate and the periodical 
inventory basis is used, the Consignments Out account is merely a 
memorandum account to be offset by the related memorandum 
account, Consignment Shipments. Neither account appears in the 
financial statements. However, they supply the accountant with 
information which he can use in recording the ending inventory. 

If the goods on consignment are a relatively small portion of the 
total inventory, the balance sheet need not show the consigned 
inventory separately. Or details may be presented as follows: 


Inventory: 
On: handy &. 4. Wise hese ah eal eat oOo the cree $10,000 
On; consigniment.f.ce,.et<.e aceys ocisee toc semi e 5,600 $15,600 


Advances from consignees. A consignor may, by agreement, 
draw on the consignee for a portion of the estimated sale price at 
the time of making the consignment. The amount of such an 
advance received by the consignor should be credited to the con- 
signee and not to his consignment out account. The consignment 
out account should reflect an asset value of the goods on consign- 
ment, without netting a liability to the consignee for the advance 
received from him. The advance should be shown as a lability 
until it is applied in settlement for sales. 

Returns of unsold consigned goods. If consigned goods are 
returned by a consignee, the consignment out account should be 
reduced by an appropriate reversing entry. Any expenses associated 
with the consignment effort, whether incurred by the consignor or 
the consignee, should not be capitalized as part of the inventoriable 
value of the returned goods. Furthermore, if the returned goods 
show evidence of wear and tear, it may be necessary to assign them 
an inventory value below cost. 

Partial sales. If the consignee renders an account sales after 
selling a portion of the consignment, he has a right to deduct from 
the proceeds of the first sale all expenses incurred on the entire 
consignment. But the consignor, when recording the settlement, 
may properly carry forward as an element of the consigned goods 
inventory only the expenses which are applicable to the unsold 
goods, provided that they are properly inventoriable. 

To illustrate, assume that Weston Co. sold one water heater and 
rendered an account sales reporting the following facts: 


We have sold for your account: 1 water heater.......... $125.00 
We deduct expenses as follows: 
Beight:).. 6. uy aes sgieont into ee Ene ae ee $15.00 
Local transportation... +a | eee een ee 3.00 
Commission=25 (iit. Seok eit ae ee eee 31.25 49.25 


We enclose check for net proceeds................+.--+- 


$ 75.75 
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If consignment sales are kept separate from regular sales, the 
consignment out account, prior to recording the account sales, will 
be as follows: 


Consignment Out—Weston Co. 


Cost of 5 water heaters. ... 300.00 
CORR IGT yo oe i 5.00 
Packing expense........... 6.00 


When consignment sales are kept separate, the entries to record 
the account sales reporting partial sales are: 


BET A air BERR ROOD SER in Pee NR Lda 15.75 

Consignment out—Weston Co. (Freight and cartage)....... 18.00 

Sales commissions—Consignees.................00eeeeeee 31525 
Consignment salespersons ee 125.00 

To record the account sales. 

Costroticonsignment: salese. a... e- wre cidras ok Os comes ones 60.00 

WonsignmentrEXPenses 404 ern eat aod gen ioe Oa on 5.80 
Consignment out—Weston Co..................0.. 65.80 


To record the cost of goods sold and related con- 
signment expenses. 


Costroico water heaters.) aise cee on. cone $300.00 
Wartag eae win lise sce CaN ee ee Ses $ 5.00 
IBSckingrexNENse so. actacecans eer ueey en 6.00 
Expenses paid by consignee.......... 18.00 
DOA eek cae seek eae chs Pee con ern Sc $29.00 $300.00 
Applicable to unsold heaters—44...... 23.20 240.00 
Applicable to partial sale—}s-........ $ 5.80 $ 60.00 


The above entries are appropriate for both the perpetual inven- 
tory basis and the periodical inventory basis. After the above 
entries have been posted, the consignment out account for Weston 
Co. will show a balance of $263.20, which is the amount applicable 
to the unsold heaters remaining on consignment. The account is 


set forth below. 


Consignment Out—Weston Co. 


Cost of 5 water heaters.... 300.00 | Cost applicable to the 1 
Cartageucmcc cham et ci 5.00 heater soldanses anaes) OOL OO 
Packing expense.......... 6.00 | Balance—applicable to 4 
Expenses paid by consignee. 18.00 heaters—down.......... 263 .20 

329.00 329.00 
Balance—4 heaters........ 263 .20 


(Refer to page 98 and note that the last entry on the periodical 
inventory basis closed out the Consignment Shipments account; 
this entry should be made at the end of the period even though only 
one, or even none, of the water heaters has been sold.) 
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Separate account for each consignment. Both the con- 
signor and the consignee should keep a separate account with each 
consignment. If there are several consignments between the same 
parties, each consignment must be settled for separately, and the 
accounts should therefore clearly show the facts relative to each 
consignment. 
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Installment Sales 


Distinguishing features. An installment sale is a sales 
arrangement whereby the selling price is collected in periodical 
installments. A down payment is usually required. The uncollected 
balance may or may not be subject to interest. Some of the condi- 
tions peculiar to installment selling are discussed below: 


(A) Since the seller’s risk is greatly increased by the deferment 
of collections, one of the following devices is usually 
employed to enable the seller to recover the merchandise 
if collections are not received in accordance with the 
terms of the contract: 

(1) Retention of title by the seller: 
(a) By the use of conditional sales contracts, the 
seller thereby retaining title until the last 
installment is paid by the purchaser. A 
transaction in which the seller’s protection 
is obtained in this manner is technically a 
contract to sell rather than a sale, but this 
technicality is often disregarded so far as 
the accounting is concerned. 
(b) By the hire-purchase plan, or lease of the 
property until final payment. 
(2) Immediate transfer of title subject to a mortgage for 


the uncollected installments. 
104 
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(3) Conveyance to a trustee until the final installment is 
collected. 

(B) Installment sales may be subject to greater collection losses 
and expenses than are incurred on regular sales. 

Collection losses can become heavy because the oppor- 
tunity to purchase luxuries on the installment plan 
appeals to people who are not in a financial position to 
pay for them outright and who, in many cases, are 
unable or unwilling to pay for them even in installments. 
The right of recovery of the merchandise is not always 
an adequate protection to the seller, because of the 
depreciation of the property as a result of use, because 
of style changes, and because of the status of the property 
as second-hand merchandise. Unless care is taken, the 
period of payment may extend beyond the useful life of 
the article, and the purchaser therefore may have no 
incentive to complete the payments; this is particularly 
true of seasonal merchandise and articles subject to 
supersession. 

Expenses are also likely to be heavy, since the installment 
method involves additional collection and accounting 
costs. The seller may find himself obliged to make repairs 
over a long period, either because of the purchaser’s 
demand enforced by a refusal to pay installments, or 
because the repairs are necessary to protect the seller’s 
equity in the property. Moreover, tying up capital over a 
long period in installment receivables can lead to interest 
expense which may assume considerable proportions. 

(C) Expenses applicable to the sale are incurred in accounting 
periods subsequent to the period of sale. The accounting 
for installment sales must be based upon a recognition 
of this fact, as there would not be a realistic matching of 
revenue and related expense if all of the gross profit 
were taken up during the period of sale without making 
provision for the expenses to be incurred in subsequent 
periods. 


Matching revenue and expense. If losses and expenses 
incident to installment selling are incurred in large amounts in 
periods subsequent to the period of sale, it may not be easy to 
devise a method of matching revenue and expense that is capable 
of producing reasonably precise measurements of periodic net 
income. The methods described on the following pages have been 
used. 
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(1) Take up all of the gross profit in the period of sale, and, by 
setting up reserves, include among the expenses for the 
period charges for such “‘after costs”’ as bad debt losses, 
collection expenses, and, if experience warrants, losses 
from repossessing merchandise. Theoretically, this method 
is perhaps the best, because its objective is to take up the 
earnings from the installment sale in the period in which 
the sale is made. However, in some circumstances it may 
be virtually impossible to estimate the after costs with 
any reasonable degree of accuracy, and if this is the case, 
it is questionable whether the method should be considered 
acceptable. 

There is an additional practical disadvantage to this 
method: Reserve provisions for collection expenses and 
costs of reconditioning repossessed merchandise are not 
allowable deductions for income tax purposes; hence, a 
company which applies this method for general accounting 
purposes is required to accumulate some special data for 
use in the computation of its income tax lability. 

(2) Take up the gross profit from such sales in installments on a 
basis of cash collections. Three methods of taking up the 
gross profit in installments have been used, and are dis- 
cussed below, but the first two are rarely desirable and are 
not recognized for federal income tax purposes. 

(a) The first collections are considered a return of cost, 
and no gross profit is taken up until the collections 
exceed the cost. This method is usually too con- 
servative, and is not justified unless the property 
cannot be recovered or unless it would have no net 
realizable value if recovered. 

(b) The first collections are considered profit and the last 
collections are considered a return of cost. This 
method is viewed as being unconservative; further- 
more, to the extent that it fails to take into con- 
sideration the future expenses associated with in- 
stallment selling, it tends to overstate income. 

(c) Each collection is regarded as including gross profit 
and a return of cost in the same proportion that 
these two elements were included in the total selling 
price. Thus, if a sale price of $150 included $100 
cost and $50 gross profit, a collection of $15 would 
be regarded as including a $10 return of cost and $5 
gross profit. This method is acceptable for income 
tax purposes, and this status of acceptability for 
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tax purposes has had more to do with its widespread 
use in practice than has accounting theory. The 
discussion in the following pages deals with this 
method. 


Illustration: StNeLE sate. As a simple illustration of the 
accounting procedure applied in taking up gross profits on the basis 
of the gross profit element included in each collection, let us assume 
the following facts: 


Sale—July 15: 


el Lin Sap Lice mesg tree ds stor Sree L Ei eoee a Pr ne ctor Mi cpceai as $15,000 
COSt rR eM Eten erred Ae eyed c matrices sea 10,000 
Grossiprotitarae amt tes UTIL PELE MAG eS oy 5,000 


Ratio of gross profit to total selling price, 3344 %. 

Collections during the year of sale: 
NO Wills DOV ENOD Leta y trains err dau i. > ee RPT OR LAS cc sc cast ag 3,000 
IMonthlyspayimentes wren, ee. eteh eee tk. thee tari. Senda: S14 OLE 1,500 


The entire gross profit is set up (by entries discussed later) in a 
deferred gross profit account, as follows: 


Deferred Gross Profit on Installment Sales 
Wotaligross) profitvern saeeeeeee 5,000 


The collections are recorded by debits to Cash and credits to the 
customer’s account. The customer should be charged with the full 
sale price of the merchandise and credited with the down payment 
so as to leave a complete record of the transaction in his account. 
Assuming that installments are collected regularly on the first of 
each month, the customer’s account at the end of the year will 
appear as follows: 


A Customer 
WulyoloeSales Saker ai hiee ot. TOO maly- be Casha ney ae noe 3,000 
Note NOs Cashes Hea ee. Heyy. Lege 1,500 
Sept liCash ae neue ce: hot 1,500 
Octal Cashes vee ni ack. ane e 1,500 
Noveet Cashin okt. eek arate oe 1,500 
Dectiet: Cashrs, nest): (28 .keerre le 1,500 


Since $10,500 has been collected, and since the ratio of gross 
profit to selling price was 3314%, the gross profit regarded as 
realized is one-third of $10,500, or $3,500. This realized portion 
of the gross profit is taken into income for the year by the following 


entry: 


Dec. 31. Deferred gross profit on installment sales.......... 3,500 
Realized gross profit on installment sales...... 3,500 
To take up as income the portion of the gross profit 
on installment sales realized by collections. 
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The result of this entry is indicated below: 


Deferred Gross Profit on Installment Sales 


To Realized Gross Profit on In- Motaligross profiteserm. cesses oes 5,000 
stallimentisalesserite err 3,500 


Realized Gross Profit on Installment Sales 
| Realized gross profit............ 3,500 


At year end, the Realized Gross Profit on Installment Sales account 
is closed to Revenue and Expense in the same manner as other 
income statement accounts are closed. 

After the remaining installments are collected, the balance in 
the Deferred Gross Profit on Installment Sales account will be 
transferred to Realized Gross Profit on Installment Sales. A sub- 
sequent section in this chapter contains a discussion of the disposi- 
tion in the periodical statements of any balance in the deferred 
gross profit account. 

It should be noted that this method of taking up the gross profit 
in installments may not necessarily result in an acceptable match- 
ing of revenue and expense from the point of view of accounting 
theory. The measurement of net income would be acceptable if the 
expenses associated with the installment sale and the related after 
costs were incurred in the same pattern as the installments are 
collected. Returning to the illustration, the collections during the 
first year were $10,500, or 70 per cent of the $15,000 sales price; 
hence, if 70 per cent of the expenses identifiable with the install- 
ment sale, other than the cost of goods sold, were incurred in the 
year of sale, a good matching would result from the use of the 
installment method. 

But if only 20 per cent of the expenses other than the cost of 
goods sold were incurred and charged during the year of sale, the 
objective of matching revenue and expense would hardly have been 
achieved with any reasonable degree of success. The point is, the 
installment method of accounting does not necessarily assure an 
acceptable matching of revenue and expense. 

Setting up the deferred gross profit account. The procedure for 
setting up the deferred gross profit account will depend upon 
whether the merchandise accounting is on a perpetual inventory 
basis or on a periodical inventory basis. Typical entries by both 
methods are shown on the following page, it being assumed that 
three articles of the same kind were purchased and that one was 
sold. Entries for the down payment of $3,000 and the monthly 
installments of $1,500, part of the assumed data for this illustra- 
tion, are not shown. 
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Perpetual Inventory Basis Periodical Inventory Basis 


Purchase—July 1: 


Inventory. eects jceid< 30,000 Purchacessr...y eek ee 30,000 
CASI Mere ment fa 30,000 Cashin scence ee 30,000 
Sale—July 15: 
Installment accounts Installment accounts 
receivable........ 15,000 receivable.......... 15,000 
Installment sales... 15,000 Installment sales. .... 15,000 
Cost of installment 
Saleg.c: eee, 10,000 
Inventory... te nie 10,000 


Adjusting and Closing—Dee. 31: 


TAVeNtOT yee ee 20 ,000 
Cost of inst. sales....... 10,000 
Purchases... «ee 30,000 
Installment sales...... 15,000 Installment sales....... 15,000 
Cost of inst. sales... 10,000 Cost of inst. sales..... 10,000 
Deferred gross profit Deferred gross profit 
on installment sales 5,000 on installment sales 5,000 
Deferred gross profit on Deferred gross profit on 
installment sales.. 3,500 installment sales.... 3,500 
Realized gross profit Realized gross profit on 
on installment sales 3,500 installment sales. . 3,500 
Realized gross profit on Realized gross profit on 
installment sales. 3,500 installment sales.... 3,500 
Revenue and expense 3,500 Revenue and expense . 3,500 


The periodical inventory basis is usually impracticable if mer- 
chandise charged to one Purchases account is sold both on ordi- 
nary credit terms and on installments. The cost of goods sold, as 
determined by taking an end-of-year inventory, is the cost of all 
goods sold, and the cost of the portion sold on installments is not 
separately determined. Of course, if all kinds of merchandise are 
sold at the same rate of gross profit or if installment and regular 
sales are made at the same average gross profit rate (conditions 
which are unlikely), the deferred gross profit on installment sales 
can be determined by multiplying the installment sales by the 
gross profit rate. 


Illustration: Numerous sates. When numerous installment 
sales are made, it is impracticable to attempt to compute the rate of 
gross profit on each sale and to apply a separate rate of gross profit 
to the collections from each sale. Instead, an average rate of gross 
profit on all installment sales for a year may be applied to the col- 
lections on receivables resulting from the sales of that year. To 
illustrate, assume the facts for the year 1960 stated on the following 


page. 
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Installment, salesist.c\a kee atic. ce, 0% one mim oh deme ae ae eee eae $150 ,000 
Costiof installment sales: . saris eters cee ee eee 100 ,000 
Gross: profit... 0: :iioe ki Cas Sone a cue eer 50,000 
Ratiolof gross profit: tosselling joricep ys er eae eee 3314 % 
Collections during 1960%...) lesen eee cece eee er $105 , 000 
Gross profit realized, 3314 % of $105,000...................... 35,000 


The controlling account with installment receivables may be 
summarized as follows: 


Installment Accounts Receivable 
Salesitra celts’ 2k ips tea 150000" PCollectionsee eee he eee ee. 105 ,000 


And the deferred gross profit accounts, after the books are closed 
at the end of the year, will appear as follows: 


Deferred Gross Profit on Installment Sales 
To realized gross profit........ 35,000 | Total eross pro lit ree eee te eres 50,000 


Operations for a series of years. In successive years the 
rates of gross profit may differ. For this reason, the vendor should 
classify the accounting data relating to his installment business by 
years; otherwise, the gross profit recognized in any given year 
(except the first year of installment operations) will be incorrectly 
reported. Either of the following methods may be adopted: 


(1) The collections on installment sales may be classified by 
year of sale, thus permitting the use of the appropriate 
gross profit rates in computing the amount of the deferred 
gross profit currently realized. 

(2) Accounts receivable may be classified by year of sale, thus 
permitting the determination of the remaining deferred 
gross profit by applying the relevant gross profit rates 
to the uncollected installment account balances. 


Let us assume that installment sales operations are conducted 
over a series of years, and that the transactions during three years 


are as follows: 
1960 1961 1962 


Installment aales hs. AA... LE ee $150,000 $200,000 $250,000 
Cost of installment sales.................. 100,000 120,000 125,000 
Gross NTO fit. 10-3 peered err, arr aete: $ 50,000 $ 80,000 $125,000 
te. 01 STOR sO1O tit anager ane nee 3314 % 40% 50% 
Cash collections: 
On= 1960 accounts. cee eee eee $105,000 $ 30,000 $ 15,000 
OnwWGlaccountsy. eee earner 125,000 50,000 
OnglOG2Z SC COUN ts ai neem eae nn 175,000 


Gross profit realized by collections: 
3334 % of collections on 1960 accounts.... $ 35,000 $ 10,000 $ 5,000 
40 % of collections on 1961 accounts... 50,000 20,000 
50 % of collections on 1962 accounts.... 87,500 
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The two methods listed above for the determination of and 
accounting for the gross profit regarded as realized at the end of 
each year are illustrated below. The results obtained by the two 
methods are the same. 

First method. To determine the collections applicable to re- 
ceivables arising in different years and therefore subject to different 
gross profit rates, the cash receipts book may contain columns 
headed: 

Installment Accounts Receivable—1960 
Installment Accounts Receivable—1961 
Installment Accounts Receivable—1962 


Separate subsidiary ledgers and controlling accounts may be kept 
with the receivables by years. Such controlling accounts would 
contain the following data: 


Installment Accounts Receivable—1 960 


alco ae Se ay oe 150,000 | Collections—1960............ 105 ,000 
Collections—1961............. 30,000 
Collections—1962............. 15,000 


Installment Accounts Receivable—1961 


SENSE, ordre Cid San cn aie a. ea 200,000 | Collections—1961............. 125,000 
Collections—1962............ 50,000 


Installment Accounts Receivable—1962 
‘St EE ai PENN ser oe RRR een .... 250,000 | Collections—1962)..........2 4. 175,000 


Separate deferred gross profit accounts may be kept by years, 
and transfers from these accounts to Realized Gross Profit on 
Installment Sales and thence to Revenue and Expense may be 
made on the basis of the collections shown by the several accounts 
receivable columns in the cash receipts book. Entries for taking up 
the realized portions of the gross profit, computed on the basis of 
cash collections as shown in the foregoing summary of facts, would 


be: 


At the end of 1960: 


Deferred gross profit on installment sales—1960.......... 35,000 
Realized gross profit on installment sales........... 35,000 
Gross profit equal to 3314 % of collections. 


At the end of 1961: 


Deferred gross profit on installment sales—1960.......... 10,000 
Deferred gross profit on installment sales—1961.......... 50,000 
Realized gross profit on installment sales...... , 60,000 


3314 % of collections on 1960 accounts, and 40% of 
collections on 1961 accounts. 
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At the end of 1962: 


Deferred gross profit on installment sales—1960......... 5,000 
Deferred gross profit on installment sales—1961......... 20,000 
Deferred gross profit on installment sales—1962......... 87 ,500 

Realized gross profit on installment sales.......... 112,500 


3314 % of collections on 1960 accounts, 40% of collec- 
tions on 1961 accounts, and 50% of collections on 1962 
accounts. 


By the end of 1962, the deferred gross profit accounts would 
appear as shown below. 


Deferred Gross Profit on Installment Sales—1960 


1960 To Realized Gross Profit on 1960 Total gross profit......... 50,000 
Installment Sales....... 35,000 

1961 To Realized Gross Profit on 
Installment Sales....... 10,000 

1962 To Realized Gross Profit on 
Installment Sales....... 5,000 


50,000 50,000 


Deferred Gross Profit on Installment Sales—1961 
1961 To Realized Gross Profit on 1961 Total gross profit......... 
Installment Sales....... 50,000 
1962 To Realized Gross Profit on 
Installment Sales....... 20,000 


Deferred Gross Profit on Installment Sales—1 962 


1962 To Realized Gross Profit on 1962 Total gross profit........ 125,000 
Installment Sales....... 87,500 


Second method. It is not essential that separate deferred gross 
profit accounts by years be maintained. One deferred gross profit 
account will suffice. Likewise, a single accounts receivable con- 
trolling account for installment receivables may be used instead 
of separate controlling accounts by years; this method will avoid 
the necessity of separate columns in the cash receipts book for 
collections applicable to different years. However, under an 
arrangement where such single accounts are used, the installment 
accounts receivable must be analyzed at the end of each accounting 
period to determine the uncollected balances arising from sales in 
various years, and the deferred gross profit applicable to such 
uncollected balances will be computed on the basis of this analysis. 

The second method will be illustrated under the assumption 
that a single deferred gross profit account and a single installment 
accounts receivable controlling account are being used. With the 
same data as in the preceding illustration, a single controlling 
account with installment receivables would appear as shown on the 
following page. 
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Installment Accounts Receivable 


Debits Credits | Balance 


TUGOA Sales et ee ee ee 150 , 000 
So 5. had SEO, SRM) Sek rh 105 ,000 
Balan COR an ard kiandavan -aderd ete 45 ,000 
NOGNSIS ales: 1-2 acc epee Bax aE HEE 200,000 
Collections S22 <P ces fee ee 155,000 
Balanceveyt... ooo Peo. VB: 90 ,000 
NOG Qeoales is faye, ccs che. ee tai 250,000 


AOE ke RRA OMS AA one 240 ,000 
BSISNCe ao eo ann mee See 100,000 


This controlling account gives no indication of the ages of the 
accounts making up the balance at the end of each year (except the 
first) ; however, an analysis of the subsidiary ledger would develop 
the following information: 


Age of Installment Receivables 
At the end of 1960: 


Balances of 1960 accounts: = 3. = cae: eos $ 45,000 
At the end of 1961: 

Balances:or L9G0iaCCOUNES a eat-in a sae one cas Ce $15 ,000 

Balancesrotsl SG accounts. 7 sya. a oe se, 75,000 90,000 
At the end of 1962: 

Balancesof 1960\ accounts... 0. >> cee ees ae $ — 

Balarcesiofy 196 lmaccounts). \.chas « « de shaven So) Ns ce 25 ,000 

BalancesiotlOG2, secountses. so. cv eau on nc sie ecu Re 75,000 100,000 


On the basis of this aging of the receivables, the amount to be 
left in the deferred gross profit account at the end of each year can 
be determined in the manner shown below. 


Computation of Balances to Remain in the Deferred Gross Profit Account 
At the end of 1960: 


3314 % of 1960 receivable balances—$45,000.......... $15,000 
At the end of 1961: 

3314 % of 1960 receivable balances—$15,000.......... $ 5,000 

40 % of 1961 receivable balances— 75,000.......... 30,000 35,000 
At the end of 1962: 

40% of 1961 receivable balances—$25,000............ $10,000 

50% of 1962 receivable balances— 75,000............ 37,500 47,500 


The amounts to be left as deferred gross profit determine the 
amounts to be transferred to Realized Gross Profit on Installment 
Sales, as shown below: 


1960: 
Gross profit on year’s sales..............-. PRR SEaREDE ott tees « g 50,000 
Balance required, as determined above.........-----+++++++: i5 ,000 


Amount to be transferred to realized gross profit............. $ 35,000 


114 INSTALLMENT SALES Ch. 7 


1961: 
Gross profit deferred—beginning of year—as above........... $ 15,000 
Gross profition year sisaless csc n ani eae orem eee 80,000 
i oye: | ee eee Mer ee nO ak Ai. oid Bacio eoou blo oO.0%c $ 95,000 
Balance required, as determined above..................... 35 ,000 
Amount to be transferred to realized gross profit............. $ 60,000 
1962: 
Gross profit deferred—beginning of year—as above........... $ 35,000 
Gross) profitiontyear’s salesh ata. crcl ms crnerne a oreo 125 ,000 
Total. dus 6k Aen oe ee eee eee $160 ,000 
Balance required, as determined above..................... 47 ,500 
Amount to be transferred to realized gross profit............. $112,500 


The annual journal entries recognizing realized gross profit will 
be as follows: 


At the end of 1960: 


Deferred gross profit on installment sales................ 35 ,000 
Realized gross profit on installment sales............. 35 ,000 
Balance before transtenaas cere secrete eee $50 ,000 
Amountrstillideterredens satire errr 15,000 
Realized... At ete e e ee ee $35 ,000 
At the end of 1961: 
Deferred gross profit on installment sales................ 60,000 
Realized gross profit on installment sales............. 60 ,000 


(With explanation of computation) 


At the end of 1962: 


Deferred gross profit on installment sales.............. 112,500 
Realized gross profit on installment sales .......... 112,500 
(With explanation of computation) 


Following is the deferred gross profit account. 


Deferred Gross Profit on Installment Sales 


Debit Credit | Balance 
T9602 Onvil960: salesics..: s«,000 ee ae 50,000 
To Realized G. P. on Inst. Sales... .. 35,000 
Balance ig tice sR ee: Meee 15,000 
1960s Ons 961) sales asus tens shy xc caesar: 80 , 000 
To Realized G. P. on Inst. Sales. .... 60,000 
Balances srt. cette rae tare 35,000 
1962 Onsl9G2 sales: ines. eee terrae 125 ,000 
To Realized G. P. on Inst. Sales... .. 112,500 
Balance. Jig Paev eee Etre ane 47 ,500 


Departmental rates of gross profit. If a business is divided 
into several departments with widely differing rates of gross profit, 
and if the ratios of periodical collections to sales differ by depart- 
ments, it may be desirable, in the interest of greater accuracy, to 
keep the records in such a manner that the gross profit rate for 
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each department for each year can be applied to the cash collections 
on the departmental installment sales of each year. 

The use of an average rate of gross profit will produce the same 
results as the use of the different departmental rates if the ratio of 
annual collections to sales is the same in each department. This 
is shown by the following illustration, in which the departmental 
rates of gross profit differ, but the ratios of annual collections to 
sales are uniform: 75% the first year in each department, and 25% 
the second year. 


Departments 
Adie B C Total 

1961 sales and gross profits: ; e } 

SONG es tet Gee DRE Cea Tee RET ee $100,000 $100,000 $60,000 $260,000 

(GXOSS Protitss yo sen as coe cee 30,000 40,000 28,800 98,800 

Rate of gross profit. < 2.0.57 ..- 30% 40% 48% 38% 
Collections and realized profits: i 

1961: 

Collections, (75.94) 5.24. a). 6 $ 75,000 $ 75,000 $45,000 $195,000 


Gross profit realized: 
Computed by multiplying de- 
partmental collections by 
departmental rates....... 22,500 30,000 21,600 74,100 
Computed by multiplying 
total collections by average 
DUCE gases Mio ete creas ah as 74,100 
1962: : ae 
Collections (25%)............ $ 25,000 $ 25,000 $15,000 $ 65,000 
Gross profit realized: 
Using departmental collec- 


GIONS ANG TALES... os epeeer 7,900 105.000 5 47,200'= 247-700 
Using total collections and 
AVETAPOTAtC s «cane eo os 24,700 


The use of an average rate of gross profit will not produce the 
same results as the use of the departmental rates if the ratios of 
annual collections to sales are not the same in all departments. 
This is shown by the following illustration, which differs from the 
preceding one only in the amounts of annual collections. 


Departments 
A B C Total 

1961 sales and gross profits: 

Sa lOg teeta -care nner erect ee tc 7a, 5 $100,000 $100,000 $60,000 $260,000 

Gross) profits ea ay 30,000 40,000 28,800 98,800 

Rate of gross profit... .......0.- 30% 40% 48% 38% 
Collections and realized profits: 

1961: 

Collections ise peas nee $ 75,000 $ 40,000 $15,000 $130,000 


Gross profit realized: 
Using departmental collec- 
tions and rates. 2... 227000" 16.000) 7,200 45,700 
Using total collections and 
averagematen cis. s.4..-% 49 ,400 
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Departments 
A B C Total 
Collections and realized profits: 
1962: 
Collections sw ot cree $ 25,000 $ 60,000 $25,000 $110,000 
Gross profit realized: 
Using departmental collec- 
tions and tatesese sere 7,500 24,000 12,000 438,500 
Using total collections and 
Bverage Tate, nese s 205 ‘ 41,800 
1963: 
Collections*te eer he ee $20,000 $ 20,000 
Gross profit realized: 
Using departmental collec- 
HONS ANC rates ane eee 9,600 9,600 
Using total collections and 
average: rates: ah... ase 7,600 


As indicated by these illustrations, the decision with regard 
to using departmental rates should depend on whether the varia- 
tions in gross profit rates and collection periods are so great that 
the extra accounting labor is advisable in order to avoid material 
inaccuracies. 

Trade-ins. Companies making sales on the installment plan 
frequently find it necessary to accept trade-ins as part of the down 
payment, and, as a matter of policy, they may give the customer a 
greater trade-in allowance for his property than it is worth. In 
such instances, the trade-in should be put on the books as an asset 
at its estimated market value, and the gross profit on the install- 
ment sale should be computed on the basis of such estimated 
valuation. 

Assume, for instance, that a commodity which costs $1,000 
normally sells for $1,500. A customer to whom one unit of this 
commodity was sold was allowed $175 on a trade-in of an article 
which had an estimated market value of only $125. The deferred 
gross profit resulting from this transaction would be $450. The 
entry for the sale could be recorded as follows: 


Installment accounts receivable...................0.0 cee 1,325 
Trade-in Anyentory¢s.: gamba hae ceo ee ee ee 125 
Installmoent;salesi;.< ic... &. 0s. ot 5 Aen ue ne 1,450 


Expenses and bad debt losses. Two questions arise with 
respect to expenses other than the cost of goods sold, namely: 


(1) Since gross profits are deferred and taken into income on the 
basis of collections, should expenses of the period of sale 
be similarly deferred and charged to income on the basis 
of collections? 
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There is an element of inconsistency in deferring the 
gross profit from installment sales and not deferring the 
expenses incurred in making the sales; this inconsistency 
is justified by some by reasoning which regards the 
realization of the gross profit as contingent upon the col- 
lection of the accounts, whereas the same contingency is 
not considered to apply to expenses already incurred. 
However, as noted earlier, the immediate charge-off of 
expenses coupled with the deferring of the gross profit 
could result in a distortion of net income between the 
accounting periods during which collections are made. 
To illustrate, assume that an article which cost $1,200 
is sold for $1,500; that the expenses connected with the 
sale were $120; and that $250 of the sale price was col- 
lected during the year of sale and $1,250 was collected 
during the subsequent year. The net income for each year, 
using the installment basis of accounting, if the expenses 
of the year of sale are charged off during that year, is 
computed below: 


SALE RICE As AL. DIE cet rete atthe SA Gee. RAR Ee IRR Weg $1,500 
WOSTis h c% 2 Mies eee teeta, Aegon EP T cd ats eet Chee ow: 1,200 
ROSS DEON G20 Soe i amperes oi) bee pap rie rry hg $ 300 


Collectionshars cl .ehyset aR Se ee Te $ 250 $1,250 
GrOss (OKO LG stern cy Seseyetons stele wy obarctoe oS oegy tates $ 50 $ 250 
EXPONSCS a tis catuens iste aie cect tora Big a Oe 120. — 
ING UMOSS eR tacta er iter arate Me ie reenn oe var cata -+$ 70 
Net income (before charges for any expenses in- 

curred during the second year).............. $ 250 


If the expenses were deferred and charged off ratably 
with the gross profit taken up, the results for the two years 
would be: 


First Second 
Year Year 


GTOGS: PTOI gen al wees ee av LRM Ce ere lila rs $ 50 $ 250 

EX PEMSES iia Toei s cee, RNa RNR a ener ae nme Mis 20 100 

Net income (subject to charges for expenses in- 
CurredtimiseCONG V.Car) A. tee spartans - serhol: + ape anys $ 30 $ 150 


Although the deferring of expenses is thus indicated to 
have some theoretical justification in that a better match- 
ing of revenue and expense would be attained, it would 
usually be difficult, as a practical matter, to determine the 
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amount of expense which could be properly deferred as 
applicable to the installment sales. 

(2) Expenses will be incurred in periods subsequent to the 
period in which the sale is made. For example, collection 
expenses will be incurred and sales commissions may be 
payable on the basis of amounts collected. Should pro- 
visions be made for such expenses? 

To set up such provisions by charges against the earn- 
ings of the period in which the sales were made appears to 
be too severe; such a procedure would mean that the sale 
period would be deprived of the deferred portion of the 
gross profit but would, nevertheless, be charged with all 
past and prospective expenses connected with the sale. 
For this reason, current practice sanctions charging the 
sale period with the expenses incurred in that period, and 
charging subsequent periods with the expenses incurred 
in such subsequent periods. 


Defaults and repossessions. If a customer defaults in the 
payment of installments and if no further collections can be 
expected, both his account and the deferred profit applicable to the 
uncollectible installments should be written off. 

A default by a customer usually results in a repossession of the 
merchandise by the seller, and the loss on the uncollectible account 
is reduced to the extent of the value of the property repossessed. 
In fact, the value of the property may be sufficient to produce a 
gain on the repossession. 

Several methods have been proposed for accounting for repos- 
sessed merchandise. Method (1) below is probably most commonly 
encountered in practice because it is acceptable for income tax 
purposes. 


Method (1): Take up the repossessed property at its value at 
time of repossession. 


The following illustration appears in the Prentice-Hall Federal 
Tax Course (1959), paragraph 2804. 


“Assume that on June 15, 1957, a dealer who reports on the 
installment basis sold for $100 an article which cost him $60, 
receiving $20 down, the balance being payable in 16 monthly 
installments of $5 each. After paying 9 of these installments (6 in 
1957 and 3 in 1958), the purchaser defaulted. Under the terms of 
the agreement, the dealer took back the article which at the time 
of repossession had a value of $25. The gain on the repossession is 
computed on the following page. 
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‘Value of property at time of repossession................0. 200. $25 .00 
Basis of obligations surrendered (7 unpaid installments): 

WRCe- Value Uh OC Say ee, oe ER eed $35.00 

Less:| Unrealized profit: 409%).4.).. 1. fo... oO 14.00 21.00 
Taxable gain.on repossession-in 1958... 2... 066... bales vl vs aes s $ 4.00 
Profit to be reported on 3 installments paid in 1958 (40% of $15).. 6.00 

COMING HIN El OS enc Aa! Rg ge oar oS $10.00 


‘““The repossessed article must be put back in inventory at $25 
(its value when repossessed).”’ 
The entry for the repossession is presented below. 


epogsessed ‘merchandise. inventory.» 2.5. see den seh doe eons eden Sue 25 

Deferred gross profit on installment sales.....................00- 14 
installment accountsirecetvablegee rt. Wie. ono. ee 35 
Gaintonsrepossessions hte +(e) 1 Pal deo eto borane eee 4 


“Tf the goods were not recovered, or if they were valueless when 
recovered, a zero should be substituted for ‘Value of property at 
time of repossession’ in the above computation, and the taxpayer 
would have a deduction of $15 ... .”’ (Loss on repossessions of 
$21 less gross profit realization of $6 from installment collections.) 

The entry for the default follows: 


ORS TONENG POSSESSIONS four an alert ye gs 6. soe le, asl dita syste & aiiegh tical etna les 21 
Deferred gross profit on installment sales...............e0 econ 14 
Installmentraccountsmecetvables. HI SAR cis. Ueda cata ctnete 35 


Method (2): Take up the repossessed property at an amount 
equal te the uncollected account receivable minus 
the related deferred (unrealized) gross profit. 


Using the facts in the above example, the repossessed property 
would be recorded in the accounts at $21. The entry would be as 


follows: 


Repossessed merchandise inventory. .....-. 06. seeee sees eeeaes 21 
Deferred gross profit on installment sales.............-.2+0040.+s 14 
Installinentmaccountsyrecetyalblesemetce race Gt s ola secs ane 35 


Notice that under this method the taking of possible gains or losses 
on repossessions is postponed until the repossessed merchandise is 
resold. 

This method is subject to criticism because it places an arbitrary 
valuation on the repossessed merchandise. 


Method (8): Do not take up the repossessed merchandise as an 
asset at the time it is repossessed, and charge 
as a loss the entire excess of the balance of the 
receivable over the related deferred gross profit; 
when the repossessed merchandise is sold, record 
the entire selling price as revenue. 
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This method is sometimes used if the repossessed property has 
little value, or if its value cannot be estimated with a reasonable 
degree of accuracy. It should be understood that, if this method is 
used, statements prepared before the disposal of repossessed prop- 
erty, provided the repossessed items have some value, will misstate 
the gains or losses on defaults and repossessions and will understate 
the assets. 

The use of the account title ‘‘ Repossessed Merchandise Inven- 
tory” in the foregoing illustrative journal entries presupposes that 
the perpetual inventory method of merchandise accounting is in 
operation. If the periodical inventory method is in operation, the 
word Inventory should be omitted from the title, and the account 
should be understood to be of the same nature as a purchase 
account. 

After merchandise is repossessed, it may appear desirable to 
make reconditioning expenditures; these may be capitalized if the 
resulting inventory valuation is not exorbitant in relation to the 
prospective selling price. 

No entries are here given for resales of repossessed merchandise; 
if resales are made on an installment basis, entries similar to those 
previously described in this chapter would be made; the reader is 
equally familiar with the entries to be made if sales are made for 
cash or on regular credit terms. 

Alternative method of recording defaults. The following 
illustrative entries indicate an alternative procedure for recording 
defaults and repossessions. Entries for two conditions, both based 
on the data presented below, are given. It is assumed that sales 
are credited to an Installment Sales account. 


Deferred 
Receivable Gross Profit 

Origin alise lint price matt het. tent ienanR nena $150 $150 
COSt- 4G SO tas tae ak te cen ee ee een 100 
Gross protit, (6346000) pcm eee ee eee $ 50 
Collections’ S520 htt ee te ce arcs 60 

Gross profit applicable to collections (3314 %).... 20 
Account balances at date of repossession......... $ 90 $ 30 


Value of property repossessed, $55. 


First, assume that the default occurs in the year of the sale, 
before any gross profit has been taken up as realized. The sale 
entry is reversed, and the balance in the account receivable is 
closed out; the installments collected and forfeited are recorded 
as a separate class of revenue; the cost of the property is 
removed from the regular merchandise accounts, the value of 
the repossessed property is set up, and the difference between 
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the original cost of the property and its valuation as a reposses- 
sion is recorded as a loss. 


PramOrt ARION ey cw, Le eee eee. Teale eae 150 
Installment accounts receivable.................00.0-00 eee 90 
Revenue from forfeited contract. ..... 0.0.0... .2c cee e eve see 60 

Repossessed merchandise inventory.................00000 sees 55 

HOR SIODETC DOSSOHSION Sige > geaccsg-as +s ts fens ey Se ee omaeh Fim gee enue ace 45 
Merchandise inventory (or Purchases).................0--. 100 


The net revenue taken up is $60 minus $45, or $15. 


Second, assume that the default occurs in a year subsequent 
to that of the sale, after some portion of the deferred gross 
profit has been realized and taken up at the end of the pre- 
ceding year. Referring to the foregoing illustration, and 
assuming that $45 was collected during the year of sale and 
$15 during the subsequent year, before default, the entries 
for the two years will be as shown below. 


Year of sale: 


instalbnentaccounts receivable. 2. .cianyecied seas chm sa eekbons at 150 
IM stallimenttsales sey, Pe ac ec 6 cu meen a ech eran Oe 150 
COHEN, 5 oy EPS Rae aero a ney aOR en et, raat 45 
imstallnient accountsireceivable!. 7000. A ee. BI 45 
Hirystan eT BALES art ete stan ce eo cane a kee HA oe ee 150 
Coxtrol-mstallment, sales fanatic oteeed 2. fe Stine Ale wes 100 
Deferred gross profit on installment sales.................. 50 
Deferred gross profit on installment sales...................... 15 
Realized gross profit on installment sales (38314 % of $45).... 15 
Subsequent year: 
OL ee ad OR ADRS Miike eee seen at site 15 
fnstallment accounts-recetvable..22%. ..i.. 6.2. se ees ea 15 
Repossessed merchandise inventory... . 1... 600-66 s ses tevsaseee 55 
Deferred gross profit on installment sales ($50-$15)............. 35 
WORSIOUSTE DOSSCRSIONS Hacieacite tc cies Aree St eat h nha 5 Wt eas 15 
installment: accounts tecelyvablet: nese cae oe eee era: 90 
Revenue from forfeited contract (collection)................ 15 


The $15 loss on the repossession is computed as follows: 


Unrecovered cost: 
COS ES: Peer er eu es a Sr Manat bats Wate t reat hay: $100 
Less cost recovery in first year’s collections (the collections during 
the year of repossession are treated wholly as a special class 


oferevienue)——0626 Cor Ole G45 5 ete bos chelecels wiles Sire steu nae char 30 
WnrecoveredsCOstanieraein musics tee pacrtnanbas) sais Wer tanya gare $ 70 
Valuation given to repossession re eect eet Coke te iY) 
Hide OF TE POGRESSION i hie hee a we ane eben: ta tehemie nea vrs tek $ 15 


Income statement. The computation of the realized gross 
profit may be shown in a schedule supporting the income statement, 
in the manner illustrated on the following page. 
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Income Statement 
Year Ended December 31, 1962 


Sales—other thanunstallment salesm. eeu sree eile ienarctie rental $ 60,000 
Deduct-cost: thereof. ..4.2 co). erreceon hie ee ees oe ei eens 40,000 
Gross profiting nh <4 cat RETO etre a Rk oe eee or mee $ 20,000 
Realized gross profit on installent sales (Schedule 1): 

1960 salesicce on. ek LIES. Oe eee 9,000 

196 | osales. cc dick onus So yaaa ote ee Ee oe 25,200 

1962 sales. .3. «cs ceed os ook EE ee Slee Ree eee baat 49 ,500 
Total realized gross profit..... 0.6.0.5... esse cree eee eee eee $103 , 700 
Loss: on ‘répossessionsia; 42 ein Waa jas. free ee ea ter tye eae 4,000 
Gross profit after deducting loss on repossessions............--- $ 99,700 
Selling and general expenses (detailed and Pee in ike usual 

manner) 

Schedule of Realized Gross Profit on Installment Sales Schedule 1 
1960 1961 1962 

Installment salest Mes =. ta ge erp nee $150,000 $175,000 $190,000 
Costioisgoodsisol clipes einer eee 90,000 101,500 104,500 
Gross. profit yaar on eee nacho Eee $ 60,000 $ 73,500 $ 85 ,500 
Raterol grosesproutan serene ere ees 40% 42% 45% 
Collections imelQ62m.0 ees. poet heen eae $ 22,500 $ 60,000 $110,000 
Gross profit applicable to collections. ...... 9,000 25,200 49,500 


Or the income statement may be prepared in the manner illus- 
trated below. 


Income Statement 
Year Ended December 31, 1962 


Dalesieicc ah te Ags oe Rie ag a mreriie oso Eatin 2 RN Te eR RD oR $250,000 
Deducticostiof goodsisold! (ixinbit Bye eee a oe ee eee 144,500 
Gross profit AYRE Pate Rot ae Se nee aie ee $105 ,500 
Deduct unrealized gross profit applicable to uncollected install- 

menirecéivables, ey... aAbaes, o ocd: ded rte ees a ee Se etd 36 , 000 
Gross protit realizeduoms! 962) sal Csiyae leis eee ee ene eee $ 69,500 
Add gross profit realized in 1962 on collections of: 

L960 sales s 26 noes aces a esc e wk ote, tree thes Or ceca 9,000 

LOB salad tS sto ecl 1 eu aie ee 25,200 
Total realized gross: prot mrss anaconda $103 , 700 
LOSS Ol TEPOBSESSIOD Aver, x5 tarcshortesiocds es eae alee ee eee ted 4,000 
Gross profit after deducting loss on repossessions............... $ 99,700 
Selling and general expenses (detailed and deducted in the usual 

manner) 


Balance sheet presentation. Installment receivables may be 
classified as a current asset. This treatment agrees with the posi- 
tion taken by the Committee on Accounting Procedure in Account- 
ing Research Bulletin No. 48, where installment receivables are 
specifically mentioned as acceptable current assets if they conform 
to normal trade practices. Thus, even though some installment 
receivables are due more than one year from the balance sheet 
date, it is permissible to treat the entire amount as a current asset. 
However, balance sheet usefulness is increased if the installment 
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accounts receivable are shown by years of maturity or if such facts 

are shown parenthetically. The latter procedure is illustrated by 

the following item from a December 31, 1962 balance sheet: 
Current assets: 


Installment accounts receivable (of which $18,400 is due during 
LOG) Daweh Ate woke cabs eS secrete Wee ene ee 2 TRA s/f ltak, a $74,700 


If gross profits on installment sales are not recognized as earned 
when the installment sale transactions occur, future expenses and 
losses associated with such transactions should not be anticipated 
by current charges against income. However, there is no objection 
to making an apportionment of the deferred gross profit account to 
show what portions thereof represent estimated requirements for 
expenses and uncollectible accounts. In fact, such a procedure may 
be desirable. If such an apportionment is made, a clearer and more 
complete picture is presented by the balance sheet. However, it 
should be understood that, if the deferred gross profit is thus 
apportioned, the apportionment is made for balance sheet purposes 
only. The deferred gross profit should be transferred to revenue 
when realized, and losses from uncollectible accounts and expenses 
associated with the collection of accounts should be expensed as 
they occur. 

Assume that a deferred gross profit balance of $50,000 is esti- 
mated to contain the following elements: 


Portion of installment accounts receivable which probably will not 


ercollechibleteens.tae treet cer vac stte me areal irene tesco $10,000 
Provision for future expense applicable to past sales............. 15 ,000 
Wnnealized newincomen ms hae shoe eee ee ea ee 25,000 


These elements may be classified in the balance sheet as follows: 


Allowance (or Reserve) for uncollectible accounts............... $10,000 
(Deducted from installment accounts receivable) 
Unrealized gain on uncollected installment receivables, against 
which there will be applied future expenses estimated at 
SOOO re ats he LGanc oie oe Sen cinta ae CUNO oe Scho AiSTe apenptge sR: $40 , 000 
(Traditionally shown as a deferred credit) 


With regard to the location of the Deferred Gross Profit on 
Installment Sales account on the balance sheet, the traditional 
procedure, which continues to be acceptable, is to show the de- 
ferred gross profit under a deferred income or deferred credit 
caption above the owners’ equity. However, in recent years many 
accounting writers have strongly supported the opinion that, since 
the balance sheet is intended to reflect assets and equities, its 
“right-hand” side should have only two basic classifications: liabili- 
ties and owners’ equity. This approach creates no difficulties for 
typical short-run deferred income items, since they ordinarily 
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result from collections received in advance for delivery of goods or 
performance of services, thus placing the business under an obliga- 
tion to outsiders. A liability classification for such items is proper 
without question. But deferred gross profit on installment sales is 
of a somewhat different nature, since no obligation to outsiders is 
involved. This fact has led some accountants to favor showing the 
deferred gross profit as a contra item to installment accounts 
receivable. They reason that if the gross profit is being deferred 
because it is as yet unrealized, then the related asset increment 
should similarly be considered to be unrealized. Such an objective 
can be achieved by deducting the entire deferred gross profit from 
the installment accounts receivable. This practice can be described 
as acceptable though not widely used, and as more logically ap- 
plicable when the deferred credit exists without an accompanying 
obligation on the part of a business either to deliver merchandise, 
perform services, or permit the use of its assets by another. 

If a significant portion of the gross profit realization will be 
deferred beyond one year, the accountant should consider dis- 
closing the amount, either parenthetically or by a balance sheet 
footnote, since the information may be significant in forming an 
opinion regarding financial position. 

Contracts to sell. If title is retained until after all or a certain 
portion of the sale price is collected, the transaction is a contract to 
sell, and not a sale; and it may be desired to make this distinction in 
the accounts. 

Assume that a company holds land which cost $50,000, and that 
it contracts to pass title to a certain parcel, which. cost $1,000, after 
the sale price of $1,800 has been collected. When the contract is 
signed, the following entry may be made: 


Contractsirecervablesenenr a: os cect en tee tees acererrenrte teenie 1,800 
Landrsoldsundercontract: asset eee ace erin ee 1,000 
Deferred gross profit on installment sales.............. 800 


Collections would be recorded and the gross profit taken up in 
the manner already illustrated. Until title passes, the balances of 
the Land account and the Land Sold Under Contract account 
should appear on the balance sheet as follows: 


Taand ss sea linhs . $ehnldieente «Pye tad sesh kk aan Pee? $50, 000 
Less land sold under contract—title not passed... .. 1,000 $49 ,000 


When the final installment is received, an entry should be made 
debiting Land Sold Under Contract and crediting Land. 

Interest. If installment sales contracts call for interest on 
uncollected balances, the interest should be taken into income dur- 
ing the period in which it accrues, irrespective of any interest pay- 
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ment schedule set forth in the installment sales contract. Three 
typical conditions regarding interest payments are illustrated; the 
illustrations are based on a contract requiring the payment of a 
principal sum of $500 in five annual installments, with 6% interest. 


(1) Long-end interest. This term signifies that, on each install- 
ment date, the debtor pays one period’s interest on the 
unpaid balance of the debt. As the principal is diminished 
each period, the interest payments are correspondingly 
diminished. Contracts calling for the payment of long-end 
interest may provide for: 

(a) The payment of an equal periodical sum to apply on 
the principal, plus an additional sum to cover the 
interest. Payments under such a contract are illus- 
trated below: 


End of CoLLECTIONS Balance of 
Year Total Interest Principal Principal 

$500 

AL Seen es A a: SAL $130 $30 $100 400 

Die Reds w ates oe ord 34: 124 24 100 300 

ered eee Ne 118 18 100 200 

Ce SOWA AY ee ae ae 112 ips 100 100 

ORAS B Mira Meer et oe 106 6 100 


(b) The payment of an equal periodical sum to include 
the accrued interest and a payment on the principal. 
The computation of the equal periodical payment 
requires a knowledge of annuities, and is explained 
in Chapter 12. In the present illustration, five 
annual payments of $118.70 will cover the interest 
and principal, as shown below: 


End of CoLLEcTIONS Balance of 
Year Total Interest Principal Principal 
$500.00 
1A a SEE Oc $118.70 $30.00 $ 88.70 411.30 
DIRS Bee Nee ee 118.70 24.68 94.02 317.28 
Bits Bs hen eee 118.70 19.04 99 .66 217.62 
Cae ae a aR 118570113206 105.64 111.98 
Ls ROT a aR Doro 4 lilkssard 0) 6.72 111.98 


(2) Short-end interest. The debtor pays, with each installment, 
the interest on that installment from the beginning of the 
contract period to the date of payment. 

In the illustration, the debtor would pay $100 per annum on 
the principal; at the end of the first year, he would pay 
$100 plus one year’s interest thereon; at the end of the 
second year he would pay $100 plus two years’ interest 
thereon; and so on. It should be noted that, by the short- 
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end interest method, the annual interest payments in- 
crease. The interest accruals and the payments on interest 
and principal are tabulated below. 


INTEREST 
Accrued Unpaid 
End of During End of __ PRINCIPAL 
Year Year Paid Year Payment Balance 
$500 
i Pia PRE ole gee Poy Aot 5"S $30 $6 $24 $100 400 
Dt AeA AL. PARE GIR 24 12 36 100 300 
Si ahd wate ete catego = it 18 18 36 100 200 
Ais 98 ae oe, Ae pe teed Bee 12 24 24 100 100 
Laaccy emer mn iret may ye 5 5 6 30 100 


It will be observed, with respect to long-end interest, that all 
interest accrued during the period is payable at the end of the 
period; the credits to Interest Earned should therefore agree with 
the interest collections. For instance, in the first illustration of 
long-end interest, the entry for interest at the end of the first year 
will be a debit to Cash and a credit to Interest Earned for $30; at 
the end of the second year, a debit to Cash and a credit to Interest 
Earned for $24. 

In the case of short-end interest, however, the interest collections 
do not agree annually with the interest earned. In the third illustra- 
tion, the entries for interest should be: 


First year: 


(OPN -\oe Raa ree a DEW, NCR CUEING te til. paar AP cb Bs tego a th, ee dee 6 
Accrued interestireceivabless (© ..... ales Reino eine ee ee 24 
Interest armed Re yal rod. tet Pesan ee ee 30 


Cash tess, Oat et tae oes a urs nee nes Needle Ae Sk 12 
Accrucdtinterest:recelveble.. .0. coe ac ae. eee 12 
TNGCTESt CA TMOG Ech en. eer rete HE ce ack ee 24 


Third year: 


yo ara eRe meee fe wth ee LUE Cee ocd cist iy Aah cota RneR ithe 2.2 ase: 24 
Accrued interestireceivabley.). okie eke fue Aan Oeeh eee iby 
Interestiesrneéd:: indccds tetera siesta ete ee eae ee 12 


CAVA PHT (EeReseel- GAT 


Insurance 


Introduction. An insurance policy is a contract between an 
insurance company and the insured, by which the company agrees 
to pay the insured for a specified damage, loss, or liability, con- 
tingent upon the occurrence of some event. 

Premiums are usually payable in advance. The rates represent 
the charge per $100 or $1,000 of insurance carried, and are usually 
computed on a standard basis which is adjusted, by local factors 
and indorsement clauses, to the requirements of particular cases. 
Policies, except those for life insurance, generally cover a period 
of from one to five years; rate advantages are usually obtained by 
purchasing policies covering a period of more than one year. 
Cancellation, if permissible, may be effected by either party upon 
notice to the other; a specified time must usually elapse before the 
cancellation becomes effective. If the policy is cancelled by the 
company, the premium refundable to the insured will be computed 
on a pro rata basis; if the policy is cancelled by the insured, the 
premium refundable to him will be computed on a ‘‘short rate”’ 
basis, and will be less than the unexpired portion of the premium. 


Life Insurance 


Business uses. Some of the important reasons why a business 
may insure the lives of its owners or employees are stated on the 


following page. 
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(1) To provide funds for the purchase of the shares of a deceased 
stockholder in a close corporation, and thus keep the stock 
under the control of interested parties. 

(2) To provide funds for the payment of the capital interest of a 
deceased partner, without placing an undue strain on the 
working capital. 

(3) To compensate for the loss which might result from the 
death of an important member of the organization. 


Beneficiaries. If the insured or his estate is the beneficiary, 
the premiums are virtually additional salary, and should be so 
recorded. Such insurance, however, is not customary. 

Usually the business is named as the beneficiary. To be so named, 
the business must have an insurable interest in the life of the 
person insured. An insurable interest exists if the business has a 
reasonable ground for expecting some financial benefit or advantage 
from the continued life of the insured. 

Premiums, dividends, and cash and loan values. Life 
insurance premiums are payable in advance, usually at annual 
intervals, but sometimes semiannually, quarterly, or monthly. In 
the illustrations in this chapter, it is assumed that premiums are 
payable annually. 

Life insurance policies may be partictpating or nonparticipating. 
If the policy is of the participating type, there is a prospect that 
the policyholder will receive annual dividends. Various options 
may be exercised with respect to the use of life insurance dividends, 
but in business insurance they are probably applied most frequently 
as a deduction from the premiums payable. Dividends often are 
not payable on a policy before the end of the second year of the 
policy’s life. 

The cash surrender value is the amount which the insurance 
company will pay to the insured upon cancellation of the policy; a 
policy usually has no cash surrender value until the end of the third 
policy year, although the policies of some companies provide for a 
surrender value at the end of the second year. Term insurance 
policies have no cash surrender value at any time. 

The loan value is the amount which the insurance company will 
loan on a policy maintained in force. The loan value at any date is 
equal to the cash surrender value at the end of the policy year, 
minus discount thereon for the period of time from the loan date 
to the end of the policy year. If a policy has a cash surrender value 
at the end of the third year, it has a loan value at the beginning of 
the third year, after the payment of the third year’s premium. The 
following table shows one company’s cash surrender values on a 
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$50,000 straight life policy taken at the age of 35; values are given 
here for only the earlier years of the policy. The loan values at the 
beginning of each year were computed by discounting the end-of- 
year cash value at 6%; that is, the cash value which will be availa- 
ble one year after making the premium payment was divided by 
1.06 to determine the loan value at the beginning of the policy 
year. 


Cash Surrender Value Loan Value 
Year at End of Year at Beginning of Year 

1 = a3 

2 ae ve 

3 $1,590.50 $1,500.47 
4 2,151.00 2,029.25 
5 2,908.00 2,743.40 
6 3,647.00 3,440.57 


The premium less any dividend applied in reduction thereof is 
the net amount payable to the insurance company. The net 
premium less the increase in the cash value during the year is the 
net insurance expense for the year. 

Accounting for insurance expense and asset values. The 
accounting relative to the carrying of life insurance policies requires 
a recognition of expense and investment elements. But what is the 
insurance expense for a year? For the policy year, it is the amount 
of a premium, minus (in the case of a participating policy) a 
dividend (after the policy has been in force for a sufficient time), 
and minus (with certain types of policies and after, usually, three 
years) an increase in an investment value. But should a dividend 
received at the end of, say, the fifth year be applied as a reduction 
of the premium of the fifth year or as a reduction of the premium of 
the sixth year? Should all of the premiums of the first three years 
be regarded as expense if no cash surrender value is established 
until the end of the third year, or should the amount shown by the 
policy as the cash surrender value at the end of the third year be 
applied ratably as a reduction of the expense during the first three 
years? Or should the total premium payments during the first three 
years be carried in suspense until the asset and expense elements 
thereof can be definitely established at the end of the third policy 

ear? 
4 These problems are further complicated by the fact that the 
policy year rarely coincides with the company’s accounting year; 
hence, in preparing financial statements, the accountant must give 
consideration to premiums, dividends, and increases in asset value 
during two policy years. What constitutes the asset value appli- 
cable to a life insurance policy at any date for balance sheet pur- 
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poses? Should it be based on the cash surrender value at the end of 
the preceding policy year, or on the cash surrender value at the 
end of the current policy year? Or should it be determined by an 
interpolation between these two values? Or should loan values be 
used? Since premiums are payable at the beginning of the policy 
year, should unexpired premiums on life insurance policies as well 
as on fire insurance policies be shown as prepaid expenses in the 
balance sheet? And, since compound interest computations enter 
into the insurance company’s determination of premiums, cash 
surrender values, and loan values, should the company owning the 
policy give any consideration to interest in computing its expense 
and asset values? 

With so many alternatives, it is scarcely surprising that there is 
no apparent unanimity of accounting opinion with respect to the 
recording of life insurance expense and asset values. The procedures 
described in this chapter are not presented as the only acceptable 
ones; however, they have been checked with, and have received 
the approval of, well-informed insurance company representatives. 

Premiums paid may be charged to Life Insurance Expense or 
Prepaid Life Insurance. Dividends received should be credited to 
the account charged with the premium payment. If the dividends 
are applied in reduction of premiums, the net premium should be 
charged to Life Insurance Expense or Prepaid Life Insurance; in 
effect, this practice treats dividends received at the end of any 
policy year as a reduction of the life insurance expense of the 
following year. 

The cash surrender or loan value of the policy should be set up 
as an asset, and the annual increase therein reduces the life 
insurance expense. When the initial investment value is placed on 
the books during the third year of the policy’s life, two-thirds of 
the initial value should be regarded as applicable to the first two 
years of the policy’s life, and a correction of prior years’ earnings 
should be made, if the amount is material, either by an adjustment 
of retained earnings or by the use of a special correction account to 
be shown separately in the income statement; the other one-third 
should be regarded as a reduction of the current year’s insurance 
expense. 

Some companies take up the increase in cash surrender value at 
the end of the policy year; other companies take up the increase in 
loan value at the beginning of the policy year. The former pro- 
cedure, as necessarily modified whenever the policy year and the 
accounting year do not coincide, will be followed for illustrative 
purposes. 


a 
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Dividends are ignored in the illustrations. In the first illustration, 
it is assumed that the policy anniversary date coincides with the 
close of the accounting period. 

Policy values taken up at end of year. This illustration is 
based on a straight life policy of $50,000, taken at the age of 35, 
with an annual premium of $1,405.50. The policy values are the 
surrender values shown in the table on page 129. In this illustration 
it is assumed that the charge is made to Life Insurance Expense. 
The procedure if the charge is made to Prepaid Life Insurance will 
be discussed later. 

Entries for the first four years are given below. 


First and second years: 


IifesiNsUranCeexpPeCUNe aca «x2 Sho auth dele aie Seton 1,405 .50 


(Cais tates see. 5 eco pe ee ee ere 1,405.50 
Entry at beginning of year for payment of premium. 


Reventie an grexpense aches. nee ccs oe ous eo 1,405 .50 
[atesnsurinc¢eiexpensea.. asians ee ee 1,405 .50 
Entry at end of year to charge off expense. 


Third year: 


We SULAN COLOXPCTISC) create os, vendo Peicteoiiors Siayebrta 1,405 .50 
Cas ier ar tet ak coer ae PIM Rone ne A 1,405 .50 
Entry at beginning of year for payment of premium. 


Cash surrender value of life insurance............... 1,590.50 
Retained earnings (or, Correction of prior years’ 
BALIN eer atte) OOo ON aaa beet 2 caren ey 1,060.33 
Wife wMSULHNCe CXPCNSCs... ancy ss Ss ns tee aes ysis WA 
Entry to take up cash surrender value at end of year. 


Revenue and expense ($1,405.50 — $530.17).......... 875.33 
Mifesinsurancevexpenses-<.4 .... 2a. een. eke Beee 875.33 
Entry at end of year to charge off expense. 


Fourth year: 


Mitesinsurance EXPEnS..0 <> ius see eice e+ cues one thes = 1,405.50 
(GER ies theca ri.c: tf MERE RE tae aR nar A Arete een earn Ae 1,405.50 
Entry at beginning of year for payment of premium. 
Cash surrender value of life insurance............... 560.50 
Mite snsurancerexpense.e--er aa vere eee 560.50 


Entry at end of year for increase in cash surrender 
value from $1,590.50 to $2,151.00. 


Me venlenandiGxPeNseeencn cee wees oie shee nin 845.00 
Pifeineurancewexpensern see eae ole a ee ete 845.00 
Entry at end of year to charge off expense. 
The results of the above entries are shown in summary form on 
the following page. It is assumed that the premium date is October 
1 and that the accounting period ends on September 30. Credits 


are indicated by asterisks. 
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Life Cash Revenue 
Insurance Surrender and Retained 
Expense Value Expense Earnings 


Note: Accounting period coincides 
with policy year. 
First policy year: 
October 1—Premium paid.... $1,405.50 


September 30—Closing.......... 1,405 .50* $1,405.50 
Second policy year: 
October 1—Premium paid.... $1,405.50 
September 30—Closing.......... 1,405.50* $1,405.50 
Third policy year: 
October 1—Premium paid.... $1,405.50 
September 30—Surrender value... 530.17* $1,590.50 $1,060 .33* 
@losing eee ee —_ 875.33* $ 875.33 
Fourth policy year: 
October 1—Premium paid.... $1,405.50 
September 30—Surrender value... 560.50* 560.50 
Closingaee re hy 845 .00* $ 845.00 
Balance sheet..... $2,151.00 


Accounting period and policy year do not coincide. As- 
sume that October 1 is the premium payment date, but that the 
books are closed as of December 31. Under such circumstances, 
adjusting entries will be needed as of December 31 to allocate a 
portion of the annual premium to expense and, when the policy is 
old enough to have a cash surrender value, to give recognition to 
the asset value of the policy as of December 31. 

For accounting purposes, the asset value of an insurance policy 
for a date during the policy year is determined by working with 
the cash surrender value data for the policy. (In practice there is an 
alternative: an insurance company is usually willing to supply a 
policyholder with ‘‘cash value” information as of any date re- 
quested.) To illustrate, assume that it is necessary for accounting 
purposes to compute the asset value of the policy whose surrender 


and loan values are shown on page 129 as of December 31 during ~ 


the third year of the policy. As in the preceding illustration, it is 
assumed that the premiums are paid on October 1. 


Cash surrender value—end of third year..................... $1,590.50 
Amount thereof applicable to first two years—?4 of $1,590.50... 1,060.33 
Amount-applicable to thirdiyear..\ uence ini cae cranes $ 530.17 
Asset value applicable to first 2 years..........:......:...... $1,060.33 
Adjustment for 3 months—1}4 of $530.17...............2..... 132.54 
Asset value as of December 31 during third policy year........ $1,192.87 


The asset value for accounting purposes as of December 31 
during the fourth policy year is similarly computed by interpolating 
between the cash surrender values at the third and fourth policy 
year ends. 
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Cash surrender value—end of fourth year.................... $2,151.00 
Cash surrender value—end of third year..................... 1,590.50 
Increase in surrender value during fourth year................ $ 560.50 
Cash surrender value—end of third year..................... $1,590.50 
Adjustment for 3 months—}4 of $560.50..............0...... 140.13 
Asset value as of December 31 during fourth policy year....... $1,730.63 


The summary on page 134 shows the accounting entries for the 
years 1960 through 1963 where the annual premiums are paid on 
October 1 and the books are closed on December 31. The life 
insurance policy used for the previous illustrations is used again 
and it is assumed that the first premium is paid on October 1, 1960. 
When the policy year does not coincide with the accounting year, 
most accountants probably prefer to charge the premium payments 
to a prepaid expense account and transfer the expired portion to an 
expense account by an adjusting entry. This procedure is used in 
the summary. Credits are indicated by asterisks. 

Effect of dividends. No consideration has been given to 
dividends in the preceding illustrations. If the dividends are applied 
in reduction of premiums, they simply reduce the charges to be 
made to the Life Insurance Expense account or the Prepaid Life 
Insurance account for premium payments. If they are left with the 
insurance company to increase the insurance, they increase the cash 
surrender and loan values. Consequently, they do not affect the 
principles and methods discussed on the preceding pages; they 
merely affect the amounts of premiums and asset values. 

Balance sheet values. The balance sheet should show the 
deferred premium and the asset value of the insurance. Referring 
to the preceding illustration, the balance sheet on December 31, 
1963, (the fourth policy year) should show deferred premiums of 
$1,054.12 and the asset value of $1,730.63 (see page 134). For 
statement purposes, the asset values computed according to the 
procedures illustrated may be described as cash surrender values 
without fear of misleading the statement user. 

Deferred premiums should be presented with other items of 
prepaid expense, as a separate item or combined with unexpired 
premiums on other types of insurance. Cash surrender or loan 
values should not be classified as current assets. Such amounts are 
similar to long-term investments and may be so classified. This 
treatment conforms with the position taken by the Committee on 
Accounting Procedure which was discussed in Chapter 3 of the 
Intermediate volume. Prior to the issuance of its Bulletin No. 30 in 
1947, it was the practice of some accountants to classify the cash 
surrender or loan value under the Current Assets caption because 
it represented a source of immediately available funds. 
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Note 3. For the computation of the asset value, see page 132. 


mesey value as of December 31, 1962... fo. ee $1,192.87 
Computation of Expense for 1962 
Annual premiums for first 3 years ($1,405.50 X 3)........ 0000-00000 ee $4,216.50 
Bamendéen value at-end of third year.\.....¢)4 6: oid sbewaseeves ido os 1,590.50 
BeMEN SOHO OS VORTIDOTIOd: sik oh seit. Meer ite: 9 Rete wi tc i RS a, $2,626.00 
meenenee. for I vear—1¢ of $2626.00. ¢ foc rtienccetd earn cole oa gadts else $ 875.33 
Computation of Adjustment to Retained Earnings 
murrender value abend of third year...c..0...0.0...0.)...suncs ec cee $1,590.50 
Amount per month—$1,590.50 + 36 (8 years).................-08 eee $ 644.18 


Amount applicable to period prior to 1962— 
1960— 3 months 
1961—12 months 
Adjustment to Retained Earnings—$44.18 X 15.................... $ 662.70 


Note 4. It is possible to compute the prepaid amount by the 
following alternative method: 


Computation of Balance in Prepaid Life Insurance Account 
Portion of expense for third policy year applicable to first 9 months of 


HOD He ROLE DS COLIN Lane ane. Sea ey oreo toes eae te IRAE bea aa $ 656.49 
Amount of change in surrender value applicable to third policy 

year—see computation on page 132..................2.. $ 530.17 
Portion applicable to 3 months ended December 31, 1962.... 132.54 
Horvion applicable to first 9 months of 1963... 2... 4.5.2 .2.0.,.5 bene. 397 .63 
Account balance—December 31, 1962..............00 00 cece nee eee ene $1,054.12 
Note 5. For the computation of the asset value, see page 133. 
Rescumualle asorWecember ole WOG3... ck < secs) co oaay ootowibanne tcaa $1,730.63 
Eesevavalierasiot December ol. 1962. untae cece ee ae ee es eee 1,192.87 
GE RUISI NERD fied Each 8 oad G2 Bie as Rr i re es a See eee $ 537.76 


Computation of Expense for 1963 
Portion of expense of third policy year applicable to first 9 months of 


OCR SSS ING eae, Cook be Cet SPR CANE OA re ter, Oud a RRe Zaheer ec $ 656.49 
Expense for fourth policy year: 

LPOROITTVIEUT, 5 table creep ttt uch Skeraiouri AM ores ainehetciriet ocr gee aeeieeranaee $1,405.50 

Deduct increase in surrender value ($2,151.00 — $1,590.50) 560.50 

ixpense for fourth policy years.) «..6ss eet.) aE ce $ 845.00 
Portion applicable to 3 months ended December 31, 1963—14 of $845.00 211.25 
BECO Se LTOLSL OOS Ae aaah eis hey tk ean emote mi diets sees Mesa ght otegy ele ted $ 867.74 
Note 6. 

Computation of Balance in Prepaid Life Insurance Account 

Pot 4O5 HOM annualyprenniUnmm)) cate eave atceersee eee ge ee cieie = ele ete $1,054.12 

Or, 
Portion of expense for fourth policy year applicable to first 9 months of 

HOGA—— 94. 0f/ $845.00 x.clurl aso cme te eeae Pee A cae vb Arnette tons $ 633.75 
Increase in surrender value during fourth policy year........ $ 560.50 
Portion applicable to 3 months ended December 31, 1963. ... 140.13 
Portion applicable to first 9 months of 1964.............--... 00. eee 420.37 


mcountibalance---December oivel Qoomareiraiaeciies > -c-lyeiineel hae $1,054.12 
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Banks sometimes make loans against the security of life insur- 
ance policies. The note to the bank should be shown in the balance 
sheet as a liability, current or long-term as the maturity date 
indicates. The existence of such loan does not affect the classifica- 
tion of the loan or surrender value of the policy, which asset value 
should be shown as previously indicated because the payment of 
the loan to the bank will presumably be made from funds other 
than those potentially available from the life insurance policy. 
A policy loan from the insurance company itself frequently has 
been regarded as a withdrawal of, or against, the equity in the 
policy rather than as a liability, and the balance sheet has shown 
only the excess of the loan or surrender value over the amount of 
the loan. It seems preferable to show the loan or surrender value 
as an asset and the policy loan as a liability. 

Settlements. The collection of a life insurance policy by a 
corporation will be recorded by crediting Retained Earnings or a 
special income statement account, specifically labelled to denote 
that the credit is unusual and nonrecurring, with the entire amount 
received, provided that no asset value for the policy is carried on 
the books. If there is an account showing the asset value of the 
policy, it should be credited with a sufficient amount to close it, and 
the remainder of the settlement proceeds should be credited to 
Retained Earnings or a special income statement account. A 
similar treatment of the Prepaid Life Insurance account is required, 
if such an account is being used. 

The entries to be made on the books of a partnership to record 
the collection of a policy on the life of a partner will depend upon 
whether the deceased partner’s estate as well as the surviving 
partners is to share in the proceeds. If this is the case, the credit 
normally will be divided among the accounts of the surviving and 
deceased partners in their profit and loss ratio. If only the surviving 
partners are to share in the proceeds, their accounts will be credited 
in their profit and loss ratio. 

Group insurance. The employees of many businesses are 
participants in group life insurance programs. If the plan is non- 
contributory, the employer pays the full cost of the plan and 
charges expense accordingly. As a general rule, the plan is based on 
the use of one-year renewable-term insurance, and the employer 
is not the beneficiary. Consequently, there is no asset value to be 
shown in the accounts. 

If the plan is contributory, in which case the covered employees 
pay part of the premium, the employer usually sets up a withholding 
arrangement whereby a portion of the annual cost to the employee 
is withheld regularly from his pay. A special liability account is 
needed to accumulate the premium withholdings. The accounting 
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is analogous to the procedures followed in connection with the 
withholding of federal income tax from employees’ pay. The 
expense to the employer is the difference between the accumulated, 
aggregate withholding and the annual premium for the insurance. 


Fire Insurance 


General. Property insurable against fire may be classified as: 


Buildings. 
Building contents: merchandise, machinery, and so forth. 
Miscellaneous property. 


The rates for fire insurance depend upon such matters as con- 
struction, occupancy, exposure, and protection. Construction means 
the material used and the number of stories in the building insured, 
or in the building containing the property insured. Construction is 
evaluated in part by giving consideration to built-in factors which 
increase or decrease the fire hazard; for example, type of stairwells, 
presence or absence of fire doors, and thickness of brick or concrete 
walls. Occupancy refers to the hazards resulting from the nature of 
the business conducted in the building. Hxposure means the dis- 
tance from other buildings, and any hazard which might arise 
from the proximity of dangerous buildings. Protection refers to such 
matters as distance from a fire hydrant, the efficiency of the fire 
department, the installation of automatic sprinklers, and the 
employment of watchmen. 

It is important to recognize that the insurable value of property 
is not based on original cost or on original cost less depreciation. 
Replacement cost new, less, for depreciable property, depreciation 
based on the age of the property destroyed, usually is the basis for 
a determination of insurable value. However, allowance is given 
to factors other than age, such as obsolescence, which decrease the 
usefulness of the property. Hence, if property is to be fully insured, 
the amount of insurance to be carried cannot be determined solely 
by reference to accounting data regarding cost and recorded 
depreciation, if any, for the property in question, although such 
data may be useful in providing a starting basis for estimating 
insurable value. 

Additional perils coverage. The basic fire insurance policy 
relates to the perils of fire and, generally, lightning. In addition, 
coverage for a variety of other perils may be incorporated by 
endorsement to the basic policy. The premium is adjusted for the 
additional protection. 

The perils most often included in such extended coverage are: 
windstorm, hail, explosion, riot, damage from automobiles and air- 
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craft, and smoke. In recent years fire insurance policies have become 
increasingly comprehensive. However, separate policies are also 
available for most of the perils that can be covered by endorsement 
to the basic fire policy. 

The coinsurance clause. Because losses are usually only 
partial, there is a tendency to insure for only a portion of the value 
of the property. To combat this tendency, insurance companies 
have developed coinsurance clauses which provide that, if the 
insured does not carry an amount of insurance equal to a specified 
percentage (for instance, 80 per cent) of the insurable value of the 
property, the insurance company will be obligated to reimburse 
the insured for only a fraction of any loss suffered. In other words, 
if the insured does not carry insurance in an amount equal to the 
coinsurance requirement, he is regarded as being himself a coinsurer 
with the insurance company; that is, he carries a portion of the risk. 
For example, if, under an 80 per cent coinsurance policy, the 
insured carries insurance equal to only 70 per cent of the insurable 
value of the property at the date of the loss, he is a coinsurer. Any 
loss will be borne seven-eighths by the company and one-eighth by 
the insured; however, the company will not be liable for more than 
the face of the policy. If the amount of insurance carried is 80 per 
cent of the insurable value of the property, the company will be 
liable for all losses up to the face of the policy. 

The operation of an 80 per cent coinsurance clause is illustrated 
below. 


First illustration: 


Insurable value of property at date of loss.............. Nt $10,000 
Poli Gy iy «) days ae nehide Mtoe totes sea eke el ee. eee ee es 8,000 
Since the amount of insurance carried satisfies the coinsurance 

clause, the insurance company is liable for all losses up to $8,000. 


Second illustration: 


Insurable value of property at date of loss...................5. $10,000 
Poligyriid : GANS hi ach EO NS EY OR en OR ane 8,500 
In this illustration, the insurance carried exceeds the coinsurance 

clause requirement. Hence, the insurance company is liable for all 

losses up to $8,500. 


Third illustration: 


Insurable value of property at date of loss..................... $10,000 
Na) (chiar eee OMe AITO Ces om EO hatin omy). 7,000 
| Fc) a ae air Irene ebtite mir Nr RUNES Fn A ey ote e 4,000 


Here the insurance carried is less than the coinsurance clause per- 
centage, being equal to only 70 per cent of the insurable value of 
the property. Therefore, the insured is a coinsurer for 1¢ of any 
loss up to $8,000. Hence, the insurance company’s liability is 74 
of $4,000, or $3,500. 


beset inl 


Ch. 8 INSURANCE 139 


Fourth illustration: 


Insurable value of property at date of loss................0.... $10,000 
ENTE, Dorks Sa Ae omnes GNC eo eee te ee ee a ae eee ae 6,500 
IDOE Se. a Sine re ae Re & nena tee eas ne 4,000 


As in the preceding illustration, the insurance carried is less than 
the coinsurance clause percentage, in this case being equal to 
65 per cent of the insurable value of the property. Accordingly, 
the insured is a coinsurer for 15g 9 of any loss up to $8,000. Hence, 
the insurance company’s liability is 659 of $4,000, or $3,250. 


Fifth illustration: 


Insurable value of property at date of loss..................... $10,000 
OMG yan (SAMAeras A DOVE) jer, et cert ney Oe eee Loh sla 6,500 
ILOR@ Area gi Gls sek Sey Sea a Nee OA a ncn NE annie gaat Aaa alae Total 


65¢0 of $10,000 is $8,125, but the policy is for only $6,500; hence, 
the insurance company’s liability is $6,500. 

From these illustrations the following general rule may be 
derived. The insurance company’s liability under a policy with an 
80 per cent coinsurance clause can be determined as follows: When 
the policy is less than 80 per cent of the insurable value of the 
property, multiply the loss by a fraction the numerator of which is 
the face of the policy and the denominator of which is 80 per cent 
of the insurable value of the property. The product is the liability 
of the company, except that the lability cannot be more than the 
face of the policy. If the insured amount is 80 per cent or more of 
the insurable value of the property, the coinsurance clause does 
not affect the settlement. 

When the policy contains a coinsurance clause, it is important 
to watch changing values of the insured property, caused either by 
additional purchases or by increases in replacement costs. To 
illustrate, assume that property was purchased at a cost of $5,000 
and insured for $4,000 under a policy containing an 80 per cent 
coinsurance clause. Later, when the property had an insurable 
value of $8,000, it was partially destroyed, with a loss of $4,000. 
Settlement would be made as follows: 

mstrablekval Gare co-mrvok ka eee wea apd ueletcka dois ke ioieln, aia) nysi 
NGAS HEV EOS ay OUI Ske Ake ota eo ceed le OI oe ROO END CHRO 6,400 
Company’s liability: 49%4 of $4,000, or $2,500. 

Although of particular importance in fire insurance, coinsurance 
clauses may be included in policies for other types of insurance. 
An 80 per cent coinsurance rate was used in the preceding illustra- 
tions because it is the usual rate in fire insurance policies; other 
coinsurance rates are also used, for example, 70 per cent and 90 per 
cent. 

Contribution clause. Since the same property may be 
insured with several insurance companies, policies generally 
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contain contribution clauses which specify how any loss will be 
shared by the several companies. Not all contribution clauses are 
designed to share losses on a pro rata basis. A few require one 
insurer, by reason of its having been on the risk first or because of 
the special nature of its policy, to bear the loss up to the limit of its 
policy before the insured can call upon another company to con- 
tribute. If a pro rata apportionment is specified by the contribution 
clause, one rule used for determining a company’s portion of the 
loss is to multiply the loss by a fraction the numerator of which is 
the face amount of the policy and the denominator of which is 
either: 


(1) The face amount of all policies. 

The face amount of all policies is used as a denominator 
if the insurer’s policy has no coinsurance clause (see 
Company A below) or if the insurance carried meets 
the coinsurance requirement of the policy (see Company 
B below). 

or 
(2) The insurance required under the coinsurance clause. 

The coinsurance requirement is used as a denominator if 
the insurer’s policy contains such a clause and its 
requirement has not been met (see Company C below). 


To illustrate, assume that property having an insurable value of 
$100,000 is insured under the policies described below, and that a 
loss of $75,000 is incurred. The amount collectible from each 
company is computed as follows: 


Insurance 
Coinsurance Required by Amount 
Company Clause Coins. Clause Carried Fraction Loss Collectible 
Aneraer None — $40,000.00 4% 9 $75,000.00 $37,500.00 
Biter 75% $75,000.00 20,000.00 2% 5% 75,000.00 18,750.00 
CR sete 90% 90,000.00 20,000.00 2%% 75,000.00 16,666.67 
Total. . $80 , 000.00 $72,916.67 


Floater policies. Under a floater policy, the insured property 
may be moved from one place to another for processing, storing, or 
other purposes. The property is insured regardless of its location, 
within specified geographical limits and with limitations upon the 
amount payable on a loss at any one location. Under this type of 
policy, detailed inventory records showing the identity and cost of 
property at various locations are desirable for the purpose of 
proving losses. 

Variable coverage policies. The inventories of some busi- 
nesses fluctuate significantly in quantity and value during the year, 


xxi nia he - 
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perhaps because of the seasonal character of the business. In order 
to enable a businessman to have continuous, complete coverage on 
such inventories, coverage limits are established and a provisional 
premium is charged in advance. In return for what in effect is a 
promise on the part of the insurance company of automatic full 
coverage, the insured agrees to make monthly reports to the 
company of the inventory on hand and subject to coverage. Such 
reports form the basis for variable amounts of insurance. At the 
end of the year, the actual premium is determined, on the basis of 
the average insurance protection given, and an additional premium 
is paid to the insurance company or a refund is granted to the 
insured. 

Losses. Settlements for losses are usually based on the insura- 
ble value of the property at the date of the loss; that is, replacement 
cost new, as of that date, less depreciation. The words ‘‘actual cash 
value” are often used as an alternative description of the measure 
to be applied in computing losses. Incidentally, the insurer has the 
right to whatever salvage is obtainable from property on which a 
total loss has been paid. Or, if the insured wishes to keep the 
damaged property, the claim is reduced by the agreed-upon salvage 
value. 

In this connection, mention should be made of the fact that a 
number of states permit a type of policy commonly identified as a 
‘valued policy,’ under which the insurer may be liable for the 
amount of insurance carried in the event of total loss, which amount 
may be in excess of the actual cash value of the property at the 
time of the loss. There are also some policies that specifically cover 
the full cost of replacement. 

In the event of a loss, the insured should notify the company 
at once, and should file a formal proof of loss, usually within 60 
days and usually on a form provided by the company, showing, 
among other things, a description of the property destroyed or 
damaged, the estimated value of the property at the time of the 
loss, and the amount of the recovery claimed. 

If the insured and the company cannot agree on the amount of 
the loss, the policy generally provides that the insurer may elect 
to repair or rebuild or replace the property destroyed or damaged 
instead of paying the insured directly for the loss. There is also a 
“last resort”? provision which permits the insured and the insurer 
each to appoint a competent, disinterested appraiser; the two 
appaisers then appoint an umpire; if the appraisers fail to agree 
upon a settlement, the umpire’s decision is final. 

Fire loss account. When a fire occurs, a Fire Loss account 


should be set up. 
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It should be charged with: 
The carrying value of the fixed assets destroyed or damaged. 
The estimated cost, or, if perpetual inventory records are 
maintained, the carrying value of the inventories destroyed 
or damaged. 
Any expense arising directly from the fire. 
It should be credited with: 
The value of the salvage, if retained by the insured. 
The settlement received from the insurance company. 


The final balance of the account should be closed to Retained 
Earnings or to a special gain or loss account. Such balance is a 
composite of several elements: adjustment of prior depreciation, 
change in price levels, and the difference between the value of the 
property lost and the insurance collected. 

Formerly it was necessary to charge the Fire Loss account with 
all or a portion of the unexpired premium, since amounts paid by 
an insurance company in settlement of claims reduced the face 
amount of the policy for the unexpired term. Thus, if a loss were 
so great that the face amount of the policy was paid, the policy 
was exhausted and no further insurance protection existed under 
the policy irrespective of the stated expiration date. Similarly, a 
claim settlement equal to 60 per cent of the face left only 40 per 
cent of the original coverage in force. This situation no longer 
prevails; under the standard forms now in use, full coverage equal 
to the face amount of the policy extends for the term of the policy 
and is not affected by claim payments. 

Carrying value of assets. If the fire occurs during an account- 
ing period, there will be depreciation to record for a fractional 
period. This should be put on the books in the customary manner 
by debiting depreciation expense and crediting accumulated 
depreciation. 

If a fixed asset is totally destroyed, its accumulated depreciation 
account should be closed against the related fixed asset account, 
and the resulting balance of the fixed asset account should be 
closed to the Fire Loss account. If only a partial loss is sustained, 
the fixed asset account should be relieved of the cost of the property 
destroyed, and the accumulated depreciation account should be 
relieved of the depreciation applicable to such property. 

Under some partial-loss situations, it is difficult to isolate the 
amount of cost and accumulated depreciation affected by the fire. 
For example, suppose that a fire has been confined to a single office 
in a large office building, necessitating the rebuilding of one parti- 
tion and the complete redecorating of the interior of that office and 
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an adjoining office. How much cost can be assigned to the partition 
destroyed by the fire? How much cost can be assigned to the 
destroyed interior decorations? In a case such as this, there is little 
purpose in attempting to answer the above questions, considering 
the fact that when the damage is repaired, the building as a whole 
is in essentially the same condition as it was before the fire. In 
other words, nothing has occurred that affects the depreciation 
rate, the use-life of the building, or its capacity to serve the busi- 
ness. Under these circumstances, and since the loss is covered by 
insurance, there is considerable practical justification for making 
no entries in the Building account and the related accumulated 
depreciation account, and for merely charging the Fire Loss 
account for the costs incurred in repairing the damaged property 
and crediting it for the amount which the insurance company pays 
or has agreed to pay the insured in settlement of the claim. But 
this procedure is not recommended unless the loss is relatively 
small and it is impracticable to determine the carrying value of the 
property destroyed or damaged. 

It is not uncommon for an insurance company to undertake the 
necessary repairs in the event of a small loss. Under this arrange- 
ment, the insured need make no entries in the accounts. 

If there is any salvage, and if the salvage is retained by the 
insured to be sold, no entries for salvage should be made until such 
sales are effected; the Fire Loss account should be held open until 
that time. If the salvage is to be put back into use, the fixed asset 
accounts should be debited and the Fire Loss account credited 
with the estimated value. 

Estimated inventories. It should be remembered that the 
procedure used by the insured to account for inventories, whether 
lifo, average cost, or cost or market, whichever is lower, will not 
determine the insurance settlement. As noted earlier, settlements 
for losses are usually based on the insurable value of the property 
at the date of the loss, which is often described as the actual cash 
value of the property, which may or may not equal cost or some 
other basis of valuation used and acceptable for accounting 
purposes. 

For settlement purposes, some evidence of quantities and kinds 
of goods on hand at the date of loss is desirable. In most cases, the 
method of estimating the inventories on hand will depend upon 
the accounting records kept. If perpetual inventories are main- 
tained, they usually furnish the best possible evidence of quantities 
and kinds of goods on hand. If there are no perpetual inventories, 
the gross profit method may be used. To illustrate, assuming an 
inventory of $30,000 at the last closing, purchases of $60,000 
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between the date of closing and the date of the fire, sales of $75,000, 
and an estimated gross profit of 3314%, the inventory at the date 
of the fire might be estimated as follows: 


Inventory. 2bGAte Olas ClO SI ren ser eer ne ee $30,000 
Add purchases seit sic Ue ore oa cree ee aot cia ererenee ae Mee 60,000 

Totalt 4. 22060321 BE See FE A a Se eae $90,000 
Less estimated cost of sales: 

SEE a LG onc: st RE Was Mt oF Gertz oe « $75,000 

ess Gross proht——soLe Jor eo eee ete eer 25,000 50,000 
iHstimated inventory .avGave OL Hiree acs serene eriere eae ree $40,000 


In this connection it may be noted that the gross profit method 
should not be used without a careful review of the accounting data 
to determine whether it is reasonable to expect that the method 
will result in reasonably reliable estimates of the inventories. A 
number of factors may make certain preliminary adjustments 
necessary if the gross profit method is to produce reasonably accu- 
rate estimates. For example, price movements occurring during 
the current period may have made former gross profit rates 
inappropriate for purposes of estimating inventories. Similarly, 
merchandise may have been received (and damaged or destroyed 
by the fire) but no entry for the purchase recorded in the accounts 
because the related invoice had not been received. Or, the opposite 
situation might prevail: purchases might be recorded before 
receipt of merchandise. A similar problem might arise in connection 
with sales and the delivery of the goods sold; the accounting entry 
for the sale may not have been recorded although the goods had 
been shipped, or vice versa. Any such conditions would make the 
gross profit method unreliable, unless the data were first adjusted 
to eliminate their effect. 

Furthermore, inventory pricing methods may affect gross-profit- 
method estimates. If the last-in, first-out inventory method is in 
use, inventory valuations may reflect, to a considerable extent, 
“fold” costs, which may differ materially from insurable values. 

The dollar amount ascertained by the gross profit method or 
other means of estimate may be subject to scaling down by the 
adjuster for a reduction in the value of goods which were shopworn, 
damaged prior to the fire, obsolete, or out of style. It might be 
equally appropriate to adjust such dollar amounts upward in 
order to arrive at the insurable value of the inventory damaged or 
destroyed. 

The question remains concerning the entries to be made as a 


result of the damage or destruction of the inventory. If desired, | 


the books may be closed; after the inventories are set up in the 
usual manner, as an incident to such a closing, the dollar estimate 
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of the destroyed or damaged inventories may be transferred from 
inventory accounts to the Fire Loss account. In making the closing 
entries and the entries transferring the figure for the damaged or 
destroyed inventory to the Fire Loss account, the accountant 
should use estimated figures and not those allowed by the adjuster. 
If the adjuster’s values were used, any extraneous loss resulting 
from his scaling down of values, or any extraneous gain resulting 
from an excess of replacement cost at the date of the fire over 
actual cost, would be improperly merged in the operating accounts 
instead of being clearly shown as an extraneous item in the Fire 
Loss account, where it belongs. 

If it is not desired to close the books at the date of the fire, the 
debits to Fire Loss for inventories damaged or destroyed may be 
offset by credits to Raw Materials Burned, Goods in Process 
Burned, and Finished Goods Burned. These accounts will remain 
open until the next closing of the books. 

Income tax considerations. Income tax regulations give 
relief to taxpayers who realize a nominal gain from such events as 
fires, other casualties, or condemnation proceedings. No taxable 
income is regarded as resulting from such ‘involuntary conver- 
sions” if the entire amount received as compensation for the con- 
verted property is expended in its replacement. To illustrate, 
assume that an insured building is carried on the books at $70,000, 
representing cost of $100,000 less depreciation of $30,000. Assume 
further that the building has an insurable value of $75,000 and 
that insurance of this amount is carried on the property. If the 
property is totally destroyed and $75,000 is received from the 
insurance company, a nominal gain of $5,000 will have occurred. 
However, if the insured uses the $75,000 of insurance proceeds to 
replace the building, no taxable gain has been realized. 

If less than the total proceeds is expended in replacement, the 
nominal gain is taxable to the extent of the unexpended funds. 
Referring to the foregoing illustration, if $72,000 is expended to 
replace the destroyed property, $3,000 of the $5,000 nominal gain 
is taxable. 

The cost basis of the new property for income tax purposes is 
actual cost reduced by the amount of the untaxed gain. Thus, in 
the case where $72,000 is expended to replace the property, its 
cost basis for tax purposes is $70,000, the outlay less the untaxed 
gain of $2,000. 

Assuming that the property is replaced at a cost of $68,000, the 
entire $5,000 nominal gain is taxable. Since there is no untaxed 
gain, the cost basis of the new property for tax purposes is $68,000. 

An involuntary conversion loss is deductible for tax purposes. 
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Mutual companies. If insurance is carried with a mutual 
company, the insured may receive a dividend at the expiration of 
the policy which in effect reduces the cost of the policy that has 
just expired. If the term of the policy was two or more years, then 
a portion of the dividend relates to prior periods and the insurance 
expense assigned to such prior periods was overstated. If dividends 
of this character are material in amount, the portion applicable to 
prior periods should be handled in the accounts in the same 
fashion as other similar corrections to prior years’ earnings are 
handled, generally either by surplus adjustment or by the use of a 
separate account, which is properly segregated and described on 
the current income statement. (Correction of earnings of prior 
periods is discussed in Chapter 4 of the Intermediate volume.) In 
the typical case, however, the dividends are immaterial and are 
credited to Insurance Expense or Prepaid Insurance when re- 
ceived. It is not customary to make any entries for possible future 
dividends. 

Policyholders in mutual insurance companies may be obligated 
to pay an assessment in addition to the regular premium if the 
insurance company encounters a period of excessive losses. As a 
general rule, this contingency is so remote, or the amount involved 
is so small, that the contingency need not be disclosed in the 
financial statements. 

Mortgagee payment, or standard mortgage, clause. Ifthe 
property covered by fire insurance has been mortgaged, as a general 
rule the mortgagee will have provided that the owner (mortgagor) 
must carry insurance at least equal to the indebtedness, and that 
the insurance policy must have an endorsement providing that 
losses under the policy will be payable to the mortgagee, to the 
extent of the indebtedness. Under such loss-payable clauses, it 
could develop that the destruction of the insured property would 
result in the complete or partial satisfaction of the mortgage. 

The portion of an agreed claim which will be payable directly 
to the creditor under the terms of the policy may be shown in the 
balance sheet as a deduction from the indebtedness, thus: 


Long-term liabilities: 


Mortgage payableriii vein. ce oe ne meee ene eee $30 , 000 
Less insurance claim payable to mortgagee arising from 
damage to mortgaged property.................... 25,000 $5,000 


Desirable records. To facilitate the preparation of a proof 
of loss, the following books and records are desirable: 


(1) A plant ledger, with a separate account for each item of 
fixed property, revealing the model number and manu- 
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facturer, or otherwise identifying each item of property, 
and showing the cost and the depreciation taken for such 
item. 

(2) Vouchers and supporting bills which may be submitted to 
the adjuster, if demanded, in proof of cost. 

(3) A perpetual inventory, or inventory sheets showing both 
cost and marked-down values. 

(4) A record showing exactly what property is insured under 
each policy. 


An appraisal of fixed assets is extremely important from an 
insurance standpoint, even though it is not recorded on the books. 
It is of service in determining insurance requirements, under 
coinsurance clauses and otherwise, and in effecting settlements. 


Workmen’s Compensation and Employers’ Liability Insurance 


Nature of risk. Under the common law, employees had great 
difficulty in recovering from employers for accidents suffered in the 
course of their employment, but most of the states now have 
workmen’s compensation laws which provide that, for various 
specific accidents sustained during employment, the employee or 
his family shall be entitled to receive from his employer a certain 
fixed sum and/or a percentage of the wages which he would have 
earned during the period of disability. There is also a tendency to 
include occupational diseases among the hazards for which the 
employee shall be compensated. A specific statement of risks and 
compensations cannot be made, because of the diversity of state 
laws. 

Under workmen’s compensation insurance, the insurance com- 
pany assumes the employer’s entire liability arising from the work- 
men’s compensation law of the state. Employers’ liability insurance 
gives the employer coverage against common-law suits brought 
by employees, who for one reason or another are not covered under 
the workmen’s compensation law, to obtain damages for personal 
injuries. The two related risks are usually covered by the same 
policy. 

Premiums. The premium is based upon the amount of the 
payroll during the policy period. The previous accident experience 
of the insured and the safety measures and devices used in his plant 
are factors affecting the rates to be charged. All of the classes of 
employees of the insured may be covered by one policy; the rate 
per $100 of payroll will be determined for each class separately on 
the basis of the hazard incident to the nature of the work. 
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At the beginning of the policy period, an advance premium is 
paid on the basis of the estimated payroll. Subsequently, the pay- 
roll records are audited by representatives of the insurance com- 
pany, and the actual premium is thereby determined. If the policy 
provides for an annual payroll audit, the advance premium will 
cover the estimated payroll for the year; at the end of the year, 
the insured will pay an additional premium or receive a refund, 
depending upon whether the advance premium was less or more 
than the actual premium. If the policy is for a year, and the audit 
is made more frequently (say, quarterly), the advance premium 
will cover the estimated payroll for one quarter; at the end of the 
first, second, and third quarters, a payment will be made for the 
actual premium for the expired quarter; at the end of the fourth 
quarter, an additional premium payment or refund will be made, 
based on the difference between the original advance premium and 
the actual premium for the fourth quarter. The policy usually 
provides that a certain minimum portion of the advance premium 
shall not be refundable to the insured. 

Since the rate applicable to each class of employees and the 
total estimated payroll therefor are stated in the policy, the payroll 
records must be kept separately for each class or in such a manner 
that a summary may be prepared by classifications. Computations 
of premiums are made separately for each class. 

Accounting. Premiums on a policy for workmen’s compensa- 
tion and employers’ liability insurance may be charged to Prepaid 
Workmen’s Compensation Insurance, and this account should be 
written off to Workmen’s Compensation Insurance Expense ac- 
counts by periodical entries based on the actual payrolls. To 
illustrate the procedure, assume that the nonrefundable advance 
premium is $175, and that the total advance premium is $206.80, 
computed thus: 


Estimated Payroll Rate per Advance 


Classification ; for the Year $100.00 Premium 
Bactonyan acs cute cen h sate eee $20,000.00 $.80 $160.00 
Shippin gM. peso severe ae eee 4,000.00 .42 16.80 
OTC Rye ck Racer ant ha etn ra 10,000.00 .06 6.00 
SSlESTIOTIOR i etrcrate We hotest ee othe as. 15,000.00 fils 24.00 

TOtH Foo aoe es SO eA $206.80 


The entry for the advance premium payment would be: 


Cash) AG. GRAD i, eae ON ke 206.80 


A summary may be kept to show the premium based on the 
payroll for each payroll period, as shown on the following page. 


a ee ee va a ae 
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- July August 
Classification Rate Payroll Premium Payroll Premium 
Factory ea. eRe Bae a2 .80 $2,000.00 $16.00 $1,960.00 $15.68 
Shippingae sank te oe 42 350.00 1.47 365.00 1.53 
Omcesy Behe Ae 206 900.00 -54 ~ 1,015.00 teil 
DSalesmengee hry: see © -16 1,000.00 1.60 1,100.00 1.76 

VG tallseerces,, «2 chetyssgecticxs $4,250.00 $19.61 $4,440.00 $19.58 


If financial statements are prepared monthly, the entry to 
record the premium expense for July might be: 


Workmen’s compensation insurance expense................ 19.61 
Prepaid workmen’s compensation insurance............ 19.61 


Or the charge might be classified, as follows: 


Workmen’s compensation insurance expense—Factory....... 16.00 
Workmen’s compensation insurance expense—Shipping..... . 1.47 
Workmen’s compensation insurance expense—Office......... 54 
Workmen’s compensation insurance expense—Salesmen...... 1.60 
Prepaid workmen’s compensation insurance............ 19.61 


To illustrate the final premium settlement, let us assume that 
the total premiums payable, based on actual payrolls for the year, 
were $221.30. The Prepaid Workmen’s Compensation Insurance 
account would have been charged with $206.80 (the prepaid 
premium) and credited with $221.30 (the premium based on actual 
payrolls) and would therefore have a credit balance of $14.50, 
representing the liability for additional premium. If the premiums 
based on actual payrolls were $195.00, the Prepaid Workmen’s 
Compensation Insurance account would have a debit balance of 
$11.80, representing the refund receivable from the insurance 
company. If the actual premiums were only $160.00, the account 
would have a debit balance of $46.80, but the recoverable refund 
would be only $31.80, the $206.80 advance premium minus the 
$175.00 minimum premium. For balance sheet purposes, such 
refund claims are properly listed among the miscellaneous receiva- 
bles; however, since these amounts usually are applied to reduce 
the next year’s advance premium and are immaterial, it is cus- 
tomary to include them among the prepaid expenses. 


Miscellaneous Types of Insurance 


Explosion; riot and civil commotion. This type of insur- 
ance protects the insured against loss or damage due to riots or 
insurrection, and against losses from explosion resulting from the 
foregoing or other causes, whether originating on the insured’s 
premises or elsewhere. It does not cover damages done at the 
direction of governmental or civil authorities, explosions coverable 
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by boiler explosion insurance, fires resulting from such explosions, 
or loss or damage caused by the military or naval forces of foreign 
enemies. 

Sprinkler leakage. Such policies insure against loss or damage 
due to sprinkler leakage, but do not cover loss or damage to the 
sprinkler system itself. Losses of books of account, money, notes, 
evidences of indebtedness, and patterns are excluded or the under- 
writer’s liability therefor is greatly limited. 

Boiler explosion. The coverage under policies of this type 
includes destruction of, or damage to, property of the insured, or 
property of others for which the insured is liable, caused directly 
by the accident; personal injuries caused by the accident; and items 
of cost for temporary repairs. The coverage does not include 
explosions caused by fire, or fire resulting from any cause. 

Endorsement or separate policy. As an alternative, insur- 
ance for the above perils may be covered by an endorsement to 
the basic fire policy. Or, such perils may be among those included 
in a broad extended-coverage form attached to the basic fire policy. 

Use and occupancy. Fire insurance, and other property 
damage insurance such as tornado, boiler explosion, riot and civil 
commotion, sprinkler leakage, water damage, and earthquake, 
indemnify the insured only for the direct loss from the hazard 
covered by the insurance. The indirect or consequential loss that 
may result from the interruption of the business could easily exceed 
the direct loss to the physical property. For this reason, property 
damage policies may be supplemented by the addition of a form of 
coverage known as use and occupancy (or business interruption) 
insurance, the purpose of such insurance being to indemnify the 
insured for the ‘‘indirect”’ losses suffered as a consequence of the 
damage or destruction of business property. Thus, if use and 
occupancy coverage is combined with fire coverage (an additional 
premium being paid for the expanded coverage), the insured is 
protected against business-interruption losses resulting from fire. 
Use and occupancy coverage may be added to other forms of 
property-damage insurance as well. 

The measure of recovery under use and occupancy insurance 
may be described by summarizing the provisions of a widely used 
standard policy form. 


(1) Recovery in the event of loss shall be the actual loss sustained 
by the insured directly resulting from the necessary 
interruption of business, but not exceeding the reduction 
in gross earnings less charges and expenses which do not 
necessarily continue during the interruption. 


ee 


ee ae Se nee 


ee ee ee ee 
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In general, the test applied to determine whether an 
item of expense is necessarily continuing is based on the 
objective of enabling the business to resume operations 
with the same quality of service which existed immedi- 
ately preceding the event which caused the interruption. 

(2) Gross earnings are defined as: 

Net sales and other earnings from operations, less: 

(a) Cost of goods sold, including packaging, 

(b) Cost of materials and supplies consumed directly in 
services performed for customers, 

(c) Cost of services purchased from outsiders for resale 
which do not continue under the contract. 

(3) The period of interruption covers only such length of time 
as would be required with the exercise of due diligence and 
dispatch to rebuild, repair, or replace the property causing 
the business interruption. 

(4) If the insured could reduce the loss by partial operations, 
this factor would be taken into consideration by the 
insurance company in computing the allowable claim. 

(5) Use and occupancy insurance also covers such expenses as 
are necessarily incurred for the purpose of reducing any 
loss under the policy, not exceeding, however, the amount 
by which the loss is thereby reduced. 


In determining the amount of the claim for business-interruption 
losses, due consideration is given to the past experience of the 
business as evidenced by the insured’s accounting records. Data 
relating to prior revenues and expenses are often collected by the 
insurance company with the application for use and occupancy 
coverage. But past experience is not as relevant as the pattern 
which presumably would have prevailed if the interruption had 
not occurred. The emphasis is upon the gross earnings that would 
have been earned had no interruption occurred. 

Business-interruption insurance policies generally contain a 
coinsurance clause which states that, if the insured does not carry 
an amount of coverage at least equal to the coinsurance percentage 
of the gross earnings that would have been earned in the twelve- 
month period following the date of interruption, the insurance 
company shall be liable for only a fraction of the loss suffered. To 
illustrate, assume that the coinsurance percentage is 50%. If the 
gross earnings of the insured in the twelve months after an inter- 
ruption would have been $100,000, insurance in the amount of 
$50,000 would satisfy the coinsurance provision. If less insurance 
is carried, the insured will be a coinsurer, Examples are on page 152. 
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Gross Coinsurance Amount of Liability of 
Earnings Percentage Insurance Loss _ Insurance Co. 


$100 , 000 50% $50 ,000* $60,000 $50,000 


100,000 50 50,000* 40,000 40,000 
100 , 000 50 30,000 20,000 12,000 (3) 
100, 000 70 80,000* 75,000 75,000 
100,000 70 50,000 42,000 30,000 (54) 


* Coinsurance requirement satisfied. 


If one manufacturer is dependent upon another for a continuous 
and uninterrupted supply of materials or parts, he can obtain 
contingent use and occupancy insurance against the loss which 
would be caused by the supplier’s inability to furnish goods. 
Similarly, contingent use and occupancy coverage may be obtained 
by a producer reliant on one or two large outlets for the marketing 
of most of its product. 

Fidelity bonds. Fidelity bonds, under which a surety com- 
pany obligates itself to reimburse the insured for losses resulting 
from the dishonesty of employees, are issued in the following forms: 


Individual bonds, covering one employee. 

Position-schedule bonds, covering anyone holding any of the 
positions scheduled. 

Name-schedule bonds, covering named employees occupying 
named positions. 

Blanket bonds, covering all employees. 


The insured must notify the company promptly upon the dis- 
covery of a loss, and time limits are placed upon the filing of claims 
and the filing of suits against the insurer for losses suffered during 
the policy period. . 

Plate glass. This insurance covers loss due to breakage of glass 
and, usually, the cost of lettering and ornamentation on the glass. 
It does not cover damage caused by fire, by earthquake, or by 
workmen engaged in construction or repairs. 

Marine insurance. ‘This type of protection is indispensable 
for all shippers engaged in foreign commerce. Protection may be 
obtained under the following types of policies: 


A special policy, covering one shipment only. 

An open policy, covering all shipments made during a specified 
period, a premium being charged for each shipment. 

A blanket policy, which is similar to an open policy, except that 
an estimated annual premium is payable in advance. 


Public liability and property damage. Such policies protect 
the insured against losses resulting from liability for injury to 
another, or against damage to the property of another, due to 
negligence of the insured or of his employees or agents. Public 
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liability insurance may be written to cover various types of hazard, 
such as a contractor’s liability for injuries to persons passing a 
building under construction; a building owner’s liability for injury 
to persons riding in an elevator; an automobile owner’s liability 
for injury to others; physicians’ and dentists’ liability for mal- 
practice; and so forth. 

Public lability policies usually provide that the insurance 
company shall reimburse the insured for the cost of first aid, defend 
the insured against damage suits, pay all expenses incurred in 
connection therewith, and satisfy judgments rendered against the 
insured, subject to the limits of the policy. A limit is placed upon 
the amount to be paid to any one person or to two or more persons 
as the result of one accident. For instance, the coverage limits 
expressed as $5,000-$25,000 mean that payments of claims arising 
from any accident would not exceed $5,000 to any one claimant nor 
$25,000 to all claimants. Damages resulting from liabilities imposed 
by workmen’s compensation laws are excluded. 

Profit insurance. This type of insurance indemnifies for the 
profit which would have been made from the sale of finished goods 
destroyed. For instance, ordinary fire insurance will protect the 
insured to the extent of the actual cash value of the goods de- 
stroyed; profit insurance will further protect him to the extent of 
the profit which could have been made by the sale of the goods 
destroyed. 

Under certain circumstances and on payment of an additional 
premium, a profit insurance clause may be included in other 
insurance policies, such as fire, riot and civil commotion, sprinkler 
leakage, and water damage. The reputation of the applicant may 
be fully investigated before such insurance is written. 

Extra-expense insurance. Some businesses stand in a special 
position with regard to the public which makes it particularly 
important that they continue to supply their products or services 
without interruption. Public utilities, hospitals, dairies, and banks 
may be cited as examples. If their facilities are damaged or de- 
stroyed, the management will make a great effort to continue to 
satisfy their customers by the use of substitute arrangements, in 
some instances to minimize the chance of losing their regular 
customers to other businesses. Such extra effort means extra 
expense, which often will greatly exceed the amount that could be 
recovered through business-interruption insurance. Extra-expense 
insurance is used to cover this type of situation and to reimburse 
the insured for the added expense incurred in order to continue 
doing business in some makeshift way during the time required 
to rebuild, replace, or repair facilities. 
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Insurance register. A register of insurance policies is de- 
sirable for two purposes: first, to show the policies in force and the 
amount of each class of coverage; and second, to show the distri- 
bution of the insurance premium expense by months or years. 
Insurance registers are obtainable with various rulings. The fol- 
lowing information should be shown: Policy number, date of policy, 
date of expiration, name of insurance company, nature of coverage, 
amount of insurance, total premium, and distribution of premium 
expense by periods. 

The nature of the coverage and the amounts of the insurance of 
each class carried might, for instance, be as follows: 


Coverage Insured Amount 
Pire=Sbutlding Sree oh See See ees ee te eee ae $150,000 
Pire={contents ee ras 0 lo Se eee 60,000 
Pirbliculiabilitycctpon a asec eerocan ede chkceaewaceacee 50,000 
Sleamspomerd wae ta cece 5 sho eee eens to ees Oe eee 50,000 


If coverage for one risk is carried in several policies, it may be 
desirable to provide columns in the register so that the coverages 
may be shown as follows: 


Coverage 
Fire— Fire— Public Steam | 
Building Contents Liability Boiler Etc. Etc. 
$150,000 ree 


$60, 000 
$50, 000 
$50,000 
90,000 
35,000 


The columns to be provided for distribution of premium expense 
by periods will depend upon whether it is desired to show distri- 
butions by years or by months. If distribution by years is sufficient, 
four or five year-columns will suffice. If distribution is desired by 
months, a column must be provided for each month of the year, 
for the unexpired premiums at the beginning of the year, and for 
the unexpired premiums at the end of the year, thus: 


Unexpired Premiums Paid Monthly Expiration Unexpired 
Jan. 1 _ During Year Jan. Feb. Mar. Apr. ({ Dec. Dec. 31 


The totals of the monthly expiration columns will show the 
amounts to be charged monthly to insurance expense and credited _ 
to unexpired insurance. At the end of each year, a new page must { 
be opened and all policies in force forwarded to it. 


CHAPTER-NINE 


The Statement of Affairs* 


Insolvency. The word insolvent has two meanings. First, the 
popular meaning: A person who is not able to pay his debts as 
they mature in the regular order of business is said to be insolvent. 
He may have assets greatly in excess of his liabilities, but these 
assets may be tied up in such a manner that they cannot be realized 
promptly enough to meet current liabilities. Second, the definition 
in the Bankruptcy Act: “A person is ‘insolvent’ when the present 
fair salable value of his property is less than the amount required to 
pay his debts.” 

Procedures available for businesses in financial difficulty. 
A business which cannot pay its debts as they mature may have 
recourse to the following procedures: 


(A) Nonjudicial procedures (without court action): 
(1) Extension of time of payment. 
(2) Composition settlement. 
(3) Creditor committee management. 
(4) Voluntary assignment. 
(B) Judicial procedures (with court action): 
(1) Equity receivership. 


* The authors are indebted to Professor John C. Teevan, late of Northwestern 
University, and Professor L. Hart Wright, of the University of Michigan, for assist- 


ance with respect to matters of law discussed in this chapter. 
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(2) Procedures under the Bankruptcy (Chandler) Act: 
(a) Liquidation. 
(b) Corporate reorganization. 
(c) Arrangement. 


Extension of time of payment. In a case where a debtor is 
temporarily embarrassed but has assets sufficient to pay his debts 
over an extended period, his creditors or a sufficient majority of 
them may grant him additional time. This arrangement obviously 
frees the debtor from financial pressure for the time being and is 
designed to allow him time for an orderly realization of sufficient 
of his assets, without undue losses incident to forced sales, to meet 
his obligations at the extended maturity dates. The debtor is also 
enabled to carry on and maintain his business more efficiently than 
he could under the threat of more drastic action on the part of his 
creditors. Extensions usually are practical only in the case of 
relatively small businesses or where the creditors are comparatively 
few in number. From the standpoint of the debtor, the purpose of 
extensions is the preservation rather than the liquidation of the 
business. 

Composition settlements. <A composition agreement is one in 
which all or a sufficient number of the creditors of an insolvent 
debtor agree to accept from him a stated percentage of their 
respective claims in full settlement and satisfaction of such claims. 
Usually, in such cases, the debtor is insolvent in the bankruptcy 
meaning of the term; that is, his liabilities are in excess of his assets. 
As in the case of extensions, this procedure is practicable only in 
the case of small businesses or where the number-of creditors is not 
large. If there are nonassenting creditors, but their number is 
not too large or the amount of their claims is not too large, the 
assenting creditors may allow the debtor to pay the nonassenting 
creditors either in full or in a greater amount than they would 
receive if they were parties to the composition. In order for the 
agreement to be binding on the creditors, the debtor must have 
made full disclosure of all of his assets, and he must not have made 
any secret preferential arrangement with any creditor. If the debtor 
fails to disclose all of his assets or if he secretly prefers any creditor, 
the other creditors may repudiate the agreement, retain such pay- 
ments on account as they may have received, and take appropriate 
legal action against the debtor for the recovery of their claims to 
the fullest possible extent. In composition agreements, the debtor 
usually makes a part payment in cash and gives notes or other 
instruments for the balance payable in the future. If they choose, 
the creditors may allow the debtor to retain some of his assets, in 
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which case he may continue the operation of his business. If the 
composition agreement is faithfully carried out by the debtor, he 
4 discharged by the contractual agreement from all debts covered 

y it. 

Creditor committee management. This form of coopera- 
tion between creditors and a distressed debtor originates in an 
agreement whereby control of the debtor’s business is turned over 
to a committee chosen by the creditors. The agreement usually 
provides for an extension of payment of existing debts. Sometimes, 
if the committee deems it advisable, the creditors will put fresh 
capital into the business. The personnel of the debtor’s organiza- 
tion is usually left intact, except insofar as the committee may 
decide that changes are necessary. In any case, the control and 
management of the business rests with the committee. The agree- 
ment usually provides for the return of the business to the debtor 
when payment of the creditors’ claims has been made or satis- 
factorily provided for. Sometimes, in the case of a corporate 
debtor, the committee will effect or supervise a reorganization. If, 
in the course of time, it appears that rehabilitation or reorganiza- 
tion is impracticable, the committee may liquidate the business. 

Voluntary assignment. Under common law (that is, in the 
absence of a statute), an insolvent debtor may make a general 
assignment of all his assets to a designated trustee or assignee for 
the benefit of his creditors. Upon the execution of such an assign- 
ment, it becomes the duty of the assignee to realize on the assets 
and distribute the proceeds pro rata among the creditors. Ordi- 
narily, an assignment is made with the understanding that the 
debtor is thereby discharged of all his debts. This result is effected 
by combining the common-law general assignment (which, stand- 
ing alone, did not call for a discharge) and the contractual composi- 
tion. It should be noted that a general assignment by a debtor for 
the benefit of his creditors constitutes an act of bankruptcy; con- 
sequently, creditors who refuse to participate in the assignment 
may file a petition in bankruptcy against the debtor. The matter of 
voluntary assignments is now regulated by statutes in most states. 
These statutes vary, but, in general, they provide for the super- 
vision of assignments by some designated court and require the 
assignee to file an inventory, furnish a bond, publish notice of the 
assignment, and so forth. In general, the voluntary assignment is 
falling into disuse. 

Equity receiverships. A receivership of an insolvent business 
comes within the general jurisdiction of a court of equity, whether 
federal or state. However, in most, if not all, states statutes now 
provide for a variety of receiverships, mostly in connection with 
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insolvent corporations. Such receiverships may be had for various 
reasons and by various parties, as by stockholders, the corporation 
itself, or groups of stockholders. Receiverships are usually involun- 
tary, but they may be procured voluntarily at the instance of the 
debtor. Procuring, permitting, or suffering a receivership, either 
voluntary or involuntary, when a debtor is insolvent in either 
meaning of the term, is an act of bankruptcy and may be availed 
of as such by any creditors who so desire. If they do, and the debtor 
is adjudged a bankrupt, the effect is to terminate the receivership. 

Briefly, in receivership proceedings, the property, business, and 
affairs of the debtor are brought before the court, which in its 
discretion may appoint a receiver. The receiver may be a natural 
person or a corporation. A receiver is an officer of the court and 
enjoys the protection, and is subject to the orders, of the court. 
The immediate effect of the appointment of a receiver is to place 
the assets of the debtor under the control of the court. This action 
prevents a race on the part of the creditors against the assets by 
levy, attachment, forced sales, and other normal legal procedures, 
which might be disastrous to many of the creditors as well as to 
the business itself. The receiver is thus given time to proceed to 
rehabilitate the business if possible or, if not, to proceed with an 
orderly liquidation. The creditors’ rights and claims remain intact, 
but their satisfaction is postponed until rehabilitation, reorganiza- 
tion, or liquidation is effected. 

Equity receiverships involving large corporations, including 
railroads and other public utilities, generally are instituted in the 
federal courts. The proceedings are usually begun by a friendly 
creditor in another state, diversity of citizenship being necessary 
in order to bring the proceedings under the jurisdiction of a federal 
court. The debtor will then admit insolvency and a willingness to 
have a receiver appointed. Such receiverships, though technically 
involuntary, are known as friendly or consent receiverships. Upon 
the appointment of the receiver, the various groups of creditors 
(bondholders and other secured and unsecured creditors), as well 
as the stockholders, proceed to form their respective protective 
committees. Conflict of interest may arise among the various 
groups and unduly delay the proceedings. Sometimes minorities 
have to be bought off, and sometimes they are frozen out. Usually, 
complete reorganization is necessary and a new corporation is 
formed for this purpose. The various groups will then receive 
the securities of the new corporation, with or without part pay- 
ment in cash, as the case may be. The expenses of a receivership 


—— 
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are usually excessive and the procedure dilatory, extending some- — 


times as long as twenty or thirty years. Since the amendment 
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of the Bankruptcy Act in 1933 by the debtor relief provisions, 
which furnish more efficient, less expensive, and more speedy 
relief, federal equity receiverships are largely falling into disuse. 

The Chandler Act. The Bankruptcy Act was amended in 
1933 and 1934 by provisions known as debtor relief legislation. This 
was done to meet grave financial problems in the business world 
caused by the then-existing depression. The best-known of these 
provisions was Section 77B. In 1988, the Act, including both 
bankruptcy and debtor relief provisions, was considerably revised 
and amended by the Chandler Act. The Bankruptcy Act, as so 
revised and amended, contains thirteen chapters. The first seven 
chapters cover bankruptcy proper, the object being liquidation. 
The remaining six chapters pertain, not to bankruptcy, but to the 
relief of debtors, and the object here is the preservation or rehabili- 
tation of the embarrassed business. 

Liquidation under Bankruptcy Act. Bankruptcy is the legal 
status of a debtor who, pursuant to his voluntary petition or an 
involuntary petition filed by creditors, has been adjudicated a 
bankrupt by a federal district court, known for this purpose as a 
court of bankruptcy. Municipal, railroad, insurance, and banking 
corporations and building and loan associations cannot be adjudged 
bankrupt. A farmer or wage earner cannot be adjudged an involun- 
tary bankrupt but may become a voluntary bankrupt. A wage 
earner is one employed by another person and whose compensation 
does not exceed $1,500 per year. 

The purpose of bankruptcy is to effect a speedy and fair distri- 
bution of the bankrupt’s assets among his creditors and to dis- 
charge the bankrupt from his debts. The Act provides that certain 
debts are not dischargeable. 

Shortly after the adjudication, the creditors elect a trustee, or 
they may elect three. The trustee takes title to, and control of, 
the bankrupt’s estate. The assets are realized by him, and the 
proceeds are distributed among the creditors. Under Section 64 of 
the Act, quoted on page 165, certain debts have priority. The 
general control of the bankruptcy proceedings is in the hands of 
the referee, an officer appointed by the court for a period of six 
years, who functions as an arm of the court. In summary, bank- 
ruptcy proceedings imply complete and final liquidation of the 
bankrupt’s entire estate, the distribution of the proceeds among 
the creditors as provided by the Act, and the discharge of the 
bankrupt from all his general business debts. 

Debtor relief under Bankruptcy Act. The titles of the 
chapters of the Bankruptcy Act providing for the relief of debtors 


are on the following page. 
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Chapter VIII: 

Section 75 Agricultural Compositions and Extensions. (As 
last amended, petitions must have been filed 
by March 1, 1949, to obtain the benefits of 
this section.) 

Section 77 Reorganization of Railroads Engaged in Inter- 
state Commerce. 

Chapter LX Readjustment of Debts of Taxing Districts. 

Chapter X Corporate Reorganization. 

Chapter XI Arrangements. 

Chapter XII Real Property Arrangements by Persons Other 
Than Corporations. 

Chapter XIII Wage Earners’ Plans. 


Of these chapters, only Chapters X and XI will be considered. 

To obtain relief by a corporate reorganization or an arrangement, 
the debtor must be insolvent, either in the sense that his liabilities 
exceed his assets or that he is unable to pay debts as they mature. 
The debtor is not adjudged a bankrupt, and is known, not as a 
bankrupt, but simply as the debtor. 

Corporate reorganization. Chapter X, covering corporate 


reorganizations, replaces Section 77B enacted in 1934. This chapter — 


applies only to corporations seeking reorganization by means of a 
revision of capital structure, with or without an adjustment of their 
unsecured debts. Except for large corporations with publicly held 


securities, where a corporation seeks adjustment of its unsecured | 
debts only, it comes within the provisions of Chapter XI on | 


arrangements. 

The petition to effect a reorganization may be filed by the 
corporation itself or by creditors or an indenture trustee. A petition 
may be filed even though bankruptcy proceedings are pending 


against the corporation. If the judge finds that the petition was — 


filed in good faith and in accordance with the Act, he enters an 
order approving it. If the indebtedness, certain with regard to 


amount and not contingent with regard to liability, exceeds 
$250,000, the judge must appoint one or more trustees. If such — 
indebtedness is less than $250,000, the judge may appoint one or 


more trustees or may continue the debtor in possession. 


Until changed by the judge, the order approving the petition — 
operates as a stay of any prior pending bankruptcy, mortgage > 


foreclosure, or equity receivership proceeding, or any other act or 
proceeding to enforce a lien against the debtor’s property. Certain 
schedules and lists must then be filed by the debtor in possession 
or by the trustee. In due time, a plan of reorganization is filed by | 
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the trustee, debtor in possession, stockholders, or an examiner 
appointed by the court, according to various circumstances. 

A hearing on the plan then takes place. If the judge finds 
the plan fair, equitable, and feasible, he enters an order approving 
it. It is then submitted for acceptance to all creditors and stock- 
holders affected by it. It must be accepted by creditors holding 
two-thirds in amount of claims filed and allowed in each class. If 
the corporation is solvent, the plan must also be accepted by a 
majority of stockholders in each class. If the plan is accepted by 
the necessary majorities, a further hearing on the plan takes place, 
at which all interested parties may be present. If the judge finds 
the plan fair, equitable, and feasible and in compliance with the 
Act, he enters an order confirming it. The plan then becomes 
binding upon the corporation and all creditors and stockholders, 
and on any other corporation formed or to be formed for the 
purpose of carrying out the plan. Distribution of cash, other assets, 
or stocks and bonds, as the case may be, is then made to creditors 
and stockholders. Upon the consummation of the plan, the judge 
enters an order discharging the debtor corporation from its 
liabilities, discharging the trustee, and closing the estate. 

In the event no plan is proposed, or if no plan is approved by 
the judge, or if an approved plan is not accepted, or if a confirmed 
plan is not consummated, the judge may dismiss the reorganization 
proceeding and direct that bankruptcy be proceeded with against 
the debtor corporation. Chapter X has done away with federal 
equity receiverships to a very considerable extent. 

Arrangements. An arrangement means any plan of a debtor 
for the settlement, satisfaction, or extension of the time of payment 
of his unsecured debts. Debtor includes an individual, partnership, 
or corporation. A petition for an arrangement can be filed only by 
the debtor and must set forth the provisions of the arrangement 
proposed by him. A petition may be filed by a debtor against whom 
bankruptcy proceedings are already pending. The court may then 
appoint a receiver, unless a trustee in bankruptcy has already been 
appointed. If no receiver or trustee is appointed, the debtor remains 
in possession of his property and business. 

The court then calls a meeting of creditors, to whom a copy of 
the proposed arrangement and a summary of the debtor’s assets 
and liabilities have been furnished. To be effective, the plan of 
arrangement must be accepted by a majority in number of all 
_ereditors, which number must also represent a majority in amount 
_ of claims. After acceptance, the court appoints a receiver, trustee, 
or other person to receive the money and other consideration to be 
_ deposited by the debtor for distribution to creditors, fixes the time 
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for such deposit, and also fixes the time for the hearing on the 
confirmation of the arrangement. After the hearing for confirma- 
tion, the court, if it finds that the plan of arrangement is fair, 
equitable, and feasible and that the debtor has deposited the 
money and other consideration as agreed, confirms the arrange- 
ment. The arrangement then becomes binding on the debtor and 
all the creditors. The money and other consideration are then 
distributed to the creditors as provided by the arrangement. The 
confirmation of the arrangement operates to discharge the debtor 
of all his unsecured debts, except as provided by the arrangement. 
If the plan of arrangement fails because of nonacceptance, non- 
performance by the debtor, or otherwise, bankruptcy proceedings 
may be reinstated or begun against the debtor. 

Statement of affairs. The statement of affairs is sometimes 
used to show the financial condition of an insolvent business. In 
England the bankruptcy laws require that a statement of affairs 
be furnished to the creditors of an insolvent debtor. Because of 


the influence of British accountants practicing in this country, © 


problems requiring the preparation of such statements were fre- 
quently included in examinations, and the subject has therefore 
necessarily been covered in textbooks. 


The statement is of little, if any, importance in American . 
practice, and problems dealing with it are now given infrequently in — 


examinations. 


Both the balance sheet and the statement of affairs are state- — 


ments of financial condition. The differences between the two 
statements are indicated below: 


(1) The balance sheet is prepared from the viewpoint of a 
going concern; the statement of affairs is prepared from 
the viewpoint of liquidation. 

(2) In the balance sheet, the assets and liabilities are classified 
on a going-concern basis, as fixed, current, and so forth; in 
the statement of affairs, the liabilities are classified as 
prior, fully secured, partially secured, and unsecured, and 
the assets are classified to indicate those which have been 
pledged with fully or partially secured creditors and those 
which are free. 

(3) In the balance sheet, the assets are stated at going-concern 
values; in the statement of affairs, they are stated both at 
going-concern values and at their estimated realizable 
values. 


Illustration. The statement of affairs on page 163 is based on — 


the balance sheet and supplementary information on page 164. 
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THE SMITH COMPANY 
Balance Sheet—June 30, 1960 


Assets Liabilities and Stockholders’ Equity 

Washters.. \ onckrccee mee os $ 300" “Accrued wages...) $ 250 
Accounts receivable....... 9,000 Accounts payable......... 25,000 
Merchandise sapnin tent 18,000 Notes payable............ 4,000 
Bonds of X Company..... 3,000 Mortgage payable........ 15,000 
Land and buildings....... 25,000) Capival stocker oar ee 10,000 
Retained earnings........ 1,050 

$55 , 300 $55 , 300 


The accounts receivable have not been pledged with any of the 
creditors; their value is estimated as follows: 


Estimated Realizable 


Gross Value Value 
GOOGs 5. csis aso ee eee = ee $4,000 $4,000 
WOUDtLU ve es os ek oe cee a ee ee 3,000 1,500 
Bada Stree Pe ee ee eee 2,000 — 


The merchandise is not pledged; its estimated value is $13,500. 

The bonds of X Company, carried at $3,000, are worth $3,200; 
they have been pledged as security to the notes payable of $4,000, 
which are therefore only partially secured. 

The land and buildings, which are thought to be worth $18,000, 
serve as security to the $15,000 mortgage, which is therefore fully 
secured. 

In the statement of affairs, the balance sheet values are shown in 
the Book Value columns. The Expected to Realize column shows 
the amounts which the receiver expects to obtain from these assets; 
this column is sometimes headed Free Assets at Realizable Values. 
The Expected to Rank column shows the amounts of unsecured 
liabilities; this column is sometimes headed Unsecured Claims. The 
treatment of the various assets and liabilities is discussed in the 
following sections. 

Liabilities having priority. In a _ bankruptcy situation, 
certain liabilities have priority. Although a statement of affairs 
may be prepared in cases short of bankruptcy, here also it is 
customary to adopt the same priority listing for liabilities as would 
prevail in a bankruptcy. The basic priority order is as follows: 


(1) Liabilities incurred in preserving and administering the 
assets of the business. 

(2) Claims of wage earners, not exceeding $600 per employee 
and provided that the wages have accrued within the 
last three months. 


(3) Claims by creditors for reimbursement for money expended — 


in defeating alternative, and presumably less reasonable, 
settlement plans. 
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(4) Taxes. 
(5) Debts owing to any person or governmental unit granted 
priority by state or federal statute. 


Section 64 of the Bankruptcy Act covers this matter in more 
detail. It provides: 


“a. The debts to have priority, in advance of the payment of divi- 
dends to creditors, and to be paid in full out of bankrupt estates, and 
the order of payment, shall be (1) the actual and necessary costs and 
expenses of preserving the estate subsequent to filing the petition; the 
fees for the referees’ salary fund and for the referees’ expense fund; the 
filing fees paid by creditors in involuntary cases or by persons other 
than the bankrupts in voluntary cases; where property of the bankrupt, 
transferred or concealed by him either before or after the filing of the 
petition, shall have been recovered for the benefit of the estate of 
the bankrupt by the efforts and at the cost and expense of one or more 
creditors, the reasonable costs and expenses of such recovery; the costs 
and expenses of administration, including the trustee’s expenses in 
opposing the bankrupt’s discharge or in connection with the criminal 
prosecution of an offense punishable under chapter 9 of Title 18, or an 
offense concerning the business or property of the bankrupt punishable 
under other laws, Federal or State; the fees and mileage payable to 
witnesses as now or hereafter provided by the laws of the United 
States, and one reasonable attorney’s fee, for the professional services 
actually rendered, irrespective of the number of attorneys employed, 
to the petitioning creditors in involuntary cases and to the bankrupt 
in voluntary and involuntary cases, as the court may allow: Provided, 
however, That where an order is entered in a proceeding under any 
chapter of this title directing that bankruptcy be proceeded with, the 
costs and expenses of administration incurred in the ensuing bank- 
ruptey proceeding shall have priority in advance of payment of the 
unpaid costs and expenses of administration, including the allowances 
provided for in such chapter, incurred in the superseded proceeding 
and in the suspended bankruptcy proceeding, if any; (2) wages and 
commissions, not to exceed $600 to each claimant, which have been 
earned within three months before the date of the commencement of 
the proceeding, due to workmen, servants, clerks, or traveling or city 
salesmen on salary or commission basis, whole or part time, whether or 
not selling exclusively for the bankrupt; and for the purposes of this 
clause, the term ‘traveling or city salesman’ shall include all such 
salesmen, whether or not they are independent contractors selling the 
products or services of the bankrupt on a commission basis, with or 
without a drawing account or formal contract; (3) where the con- 
firmation of an arrangement or wage-earner plan or the bankrupt’s 
discharge has been refused, revoked, or set aside upon the objection 
and through the efforts whic at the cost and expense of one or more 
creditors, or, where through the efforts and at the cost and expense 
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of one or more creditors, evidence shall have been adduced resulting in 
the conviction of any person of an offense under chapter 9 of Title 18, 
the reasonable costs and expenses of such creditors in obtaining such 
refusal, revocation, or setting aside, or in adducing such evidence; 
(4) taxes legally due and owing by the bankrupt to the United States 
or any State or any subdivision thereof: Provided, That no order shall 
be made for the payment of a tax assessed against any property of the 
bankrupt in excess of the value of the interest of the bankrupt estate 
therein as determined by the court: And provided further, That, in case 
any question arises as to the amount or legality of any taxes, such 
question shall be heard and determined by the court; and (5) debts 
owing to any person, including the United States, who by the laws of 
the United States in [sic] entitled to priority, and rent owing to a 
landlord who is entitled to priority by applicable State law: Provided, 
however, That such priority for rent to a landlord shall be restricted 
to the rent which is legally due and owing for the actual use and 
occupancy of the premises affected, and which accrued within three 
months before the date of bankruptcy.” 


It will be noted that, in the statement of affairs, liabilities 
having priority are not extended to the Expected to Rank column, 
but are deducted from the total free assets in the Expected to 
Realize column, to indicate that they are a first claim against the 
free assets and that they must be settled in full before any assets 
are available for the payment of unsecured liabilities. 

Fully secured liabilities and pledged assets. A _ fully 
secured liability is a debt secured by pledged assets having a 
realizable value equal to or greater than the amount of the debt. A 
fully secured creditor realizes on the pledged assets, deducts the 
amount of his claim, and pays any excess to the receiver or trustee; 
in the statement of affairs on page 163, the $15,000 fully secured 
mortgage and the $18,000 of pledged assets are shown as follows: 


On the asset side: 


The estimated value of the mortgaged land and _ buildings, 
$18,000, is entered at the left of the Expected to Realize 
column, the amount of the mortgage is deducted, and the 
$3,000 excess of the security over the liability is entered in 
the Expected to Realize column, to show the net amount 
which the trustee expects to obtain. 


On the liability side: 


The notation ‘‘deducted contra” and the omission of the amount 
from the Expected to Rank column indicate that the mortgage 
will be paid from the proceeds of the pledged assets and not 
from the proceeds of free assets. 
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Partially secured liabilities and pledged assets. A partially 
secured liability is a debt secured by assets having a realizable 
value less than the amount of the debt. Partially secured creditors 
realize on the pledged assets, apply the proceeds in reduction of 
their claims, and look to the free assets for payment of the un- 
secured balance. Thus, in the illustrative statement of affairs on 
page 163, 


On the liability side: 

The estimated value of the pledged bonds ($3,200) is deducted 
from the amount of the liability ($4,000), and the $800 
excess, or unsecured portion of the liability, is extended to 
the Expected to Rank column, as a general claim against the 
free assets. 

On the asset side: 

The notation ‘‘deducted contra’”’ and the omission of the esti- 
mated value from the Expected to Realize column indicate 
that the trustee will obtain no funds from the disposal of the 
bonds. 


Unsecured liabilities and free assets. All unsecured liabili- 
ties are entered in the Expected to Rank column, and the realizable 
values of all free assets are entered in the Expected to Realize 
column. 

Stockholders’ equity per books. The amounts of the capital 
stock and retained earnings are entered in the Book Value column 
on the liability side of the statement of affairs, to bring the two 
book value columns into balance and thus to indicate that no 
balance sheet elements have been omitted from the statement. 

Net free assets and deficiency to unsecured creditors. The 
$22,300 total of the Expected to Realize column is the amount of 
funds which the trustee expects will come into his possession. The 
liabilities having priority are deducted from this total to indicate 
that they are a first claim against the free assets, and to determine 
the $22,050 remainder, or net free assets, which it is estimated 
will be available for the payment of unsecured liabilities. The 
difference between the net free assets and the total of the Expected 
to Rank column is the deficiency to unsecured creditors. 

The deficiency account. The statement of affairs may be 
accompanied by a statement called a deficiency account, showing 
the estimated loss or gain on the realization of the assets. This 
account, or statement, shows why it will be impossible to pay the 
unsecured creditors in full. The estimated losses and gains appear 
in the deficiency account, as shown in the illustration on the 
following page. 
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THE SMITH COMPANY 
Deficiency Account—June 30, 1960 


Estimated loss on: Estimated gain on: 
Accounts receivable....... $3,500 Bonds of X Company....... $200 
Merchandise............. 4,500 
Land and buildings....... 7,000 


The balance of this account now shows a loss of $14,800. The 
account is closed by entering on the credit side: 


(1) The capital stock and retained earnings of the corporation, 
thus indicating the loss to be borne by the stockholders; 
and 

(2) The deficieny to unsecured creditors, per the statement of 
affairs, thus indicating the probable loss to be borne by 
the creditors. 


THE SMITH COMPANY 
Deficiency Account—June 30, 1960 


Estimated loss on: Estimated gain on: 
Accounts receivable. ...... $ 3,500 Bonds of X Company... $ 200 
Mierchandises-. 4. 2s cr A500 aa Capitalistock:sayeececche cle 10,000 
Land and buildings....... 7,000 Retained earnings......... 1,050 
Estimated deficiency to un- 
secured creditors....... 3,750 
$15,000 $15,000 


The use of a report form for the deficiency account, and a more 
informative statement heading, would probably be an improve- 
ment. For example, consider the following: 


THE SMITH COMPANY 
Statement of Estimated Deficiency to Unsecured Creditors 


June 30, 1960 
Estimated losses and gains: 


Losses on: 

Accounts: recelvable:s Qtek ockaiucede Mee eek reel eee $ 3,500 

Merchandise: <4. axis Sox Aeunebe ska. one eevee 4,500 

bandvam dab uil din BG cn eiteas ters erica ae eee 7,000 $15,000 

Gains on: 

Bonds, offX' Company} iroh. see ene ee ete ee eee 200 
Estimated med losses welt 10.9. ATR fons, ah 5 ee $14, 800 
Deduct stockholders’ Dads 

Capital stock aot «nico seients tues aes iea ee eee ee $10,000 
Retained earnings ees secre tec cae eee era oe 1,050 11,050 


Estimated deficiency to unsecured creditors.................... $ 3,750 


Such a statement arrangement apparently violates no legal rules 
and, if the form is more easily understood, an accountant would be 
justified in considering its use. 

Illustration of special points. The statement of affairs and 
the deficiency account on pages 170 to 172 illustrate the treatment 
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of a number of special points discussed in the following sections of 
this chapter. 

Reserves. The treatment of reserves depends upon their na- 
ture. Although the Committee on Terminology of the American 
Institute of Certified Public Accountants has recommended dis- 
continuance of the use of the word reserve except to indicate surplus 
restrictions or appropriations, and the American Accounting 
Association’s Committee on Concepts and Standards Underlying 
Corporate Financial Statements has concluded that the term 
reserve should not be employed in published financial statements of 
business corporations, until such time as the profession adopts 
substitute terminology, a student may expect to find the word 
reserve used in the following ways: 


(1) Valuation reserves, such as reserves for depreciation and 
for bad debts. 

Such reserves are usually deducted from the gross book 
values of the assets, and the net book values are entered 
in the Book Value column on the asset side of the 
statement of affairs. This treatment is illustrated by 
the deduction of the reserves for depreciation of build- 
ings and machinery. The deficiency account shows, as a 
loss, the difference between the net book value and the 
estimated realizable value. 

In some cases one reserve may be set up against two or 
more assets. For instance, in the illustrative statement, 
there is one reserve for losses on both accounts and 
notes receivable. Since this reserve cannot be ap- 
portioned between the two assets, it cannot be deducted 
on the asset side of the statement, and is therefore 
shown under a Reserves caption on the liability side of 
the statement. In the deficiency account, the reserve is 
deducted from the gross amount of the loss on the 
accounts and notes. 

(2) Liability reserves, such as Reserve for Federal Income Tax. 

Such reserves should be classified under the Prior, Fully 
Secured, Partially Secured, or Unsecured captions. In 
the illustration, a reserve was provided for possible 
additional federal income taxes of prior years; as it is 
expected that the tax will have to be paid, the item is 
classified as ‘‘a liability having priority.” It may be 
that some of the reserves listed among the liabilities 
on a company’s regular balance sheet represent provi- 
sions for anticipated liabilities. (Continued on page 173.) 
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If, in reality, no liability exists, then the reserve is in 
fact a surplus reserve and should be classified with the 
other stockholders’ equity accounts, with no amount 
extended to the Expected to Rank column. 

(3) Surplus reserves, such as Reserve for Sinking Fund. 

Surplus reserves are part of stockholders’ equity and 
should be classified with the other stockholders’ equity 
accounts. The illustrative statement of affairs contains 
one such reserve—the Sinking Fund Reserve; its 
amount should not be extended to the Expected to 
Rank column. 

Appraisal surplus is occasionally given a ‘‘reserve” label. 
Irrespective of the account title, appraisal surplus may 
be treated as any other stockholders’ equity account, or 
it may be deducted from the book value of the property 
on the asset side, thus: 


$18,700 Machinery 
$31,000 Appraised value 
7,300 Reserve for depreciation 


$23,700 Net book value 
5,000 Unrealized gain per appraisal 


$18,700 Cost less depreciation 


Contingent liabilities. The three following contingent labili- 
ties appear in the statement of affairs on pages 170 and 171. 


The company was contingently liable in the amount of 
#400 on notes receivable discounted. The discounted 
notes will probably have to be paid by the indorser, 
and the $400 is therefore extended to the Expected to 
Rank column. This $400 is also, of course, included 
in the $1,200 debit balance of the Notes Receivable 
account. Since it is expected that the remaining notes 
receivable will be collectible, $800 is extended to the 
Expected to Realize column on the asset side. 

The company had set up a $3,000 reserve for possible 
payments to be made as damages under a pending suit. 
A favorable outcome of the suit now appears probable, 
and therefore no liability is extended to the Expected 
to Rank column. 

On the other hand, the company is in default on a con- 
tract for the delivery of goods and will probably be 
required to pay $1,000 in settlement of damages. 
Although no reserve was set up, the item is shown 
under the Contingent Liabilities caption, with $1,000 
extended to the Expected to Rank column. 
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Accrued interest. Accrued interest should appear in the state- 
ment of affairs immediately after the asset or lability on which the 
interest has accrued. If interest has accrued: 


On an asset pledged as security, the interest as well as the 
principal should be shown as pledged. For an illustration, 
note the treatment of the accrued interest on the Fairview 
Company bonds under the caption, Assets Pledged with 
Partially Secured Creditors. 

On a fully secured liability, the interest as well as the principal 
of the liability should be deducted from the security. For an 
illustration, note (under the caption, Assets Pledged with 
Fully Secured Creditors) the deduction of the bond principal 
and interest from the total security. 

On a partially secured liability, the security should be deducted 
from the sum of the liability on principal and interest. For 
an illustration, refer to the data shown under the Partially 
Secured Liabilities caption. 


Liabilities secured by more than one asset. The statement 
of affairs on pages 170 and 171 contains two illustrations of liabili- 
ties secured by more than one asset. Under the captions: 


Assets Pledged with Fully Secured Creditors: 


The company’s land, buildings, and sinking fund are shown 
as security for the bonds payable. 


Assets Pledged with Partially Secured Creditors: 


Half of the company’s Fairview bonds, the accrued interest 
thereon, and the finished goods are shown as security for the 
notes payable. 


Unexpired insurance. There is a difference of opinion among 
accountants about whether the unexpired premiums on insurance 
policies should appear in the Expected to Realize column. While 
it is true that the unexpired premiums have a certain cash value 
at the time of preparing the statement of affairs, it is doubtful 
whether this value should be shown as a realizable asset. It cannot 
be realized without canceling the policies, and the policies cannot be 
safely canceled until the assets insured have been disposed of. 
As it is not certain when the policies can be canceled, there is no 
way of knowing what, if anything, can be realized from the policies, 
and it therefore seems more conservative to give them no realizable 
value. The total unexpired premium can properly be shown in the 
Expected to Realize column of a statement prepared in support of a 
request for a loan because of its going-concern value. 
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Assets partly pledged and partly free. The statement on 
pages 170 and 171 shows that $5,000 par value of the Fairview 
Company bonds are pledged with partially secured creditors, and 
that the other $5,000 par value are free and unpledged. 

Deficit. A deficit should be shown on the liability side of the 
statement of affairs as a deduction in the Stockholders’ Equity 
section, as illustrated on page 171. 

Stock discount. When a stock discount account appears on 
the books of a corporation, the creditors may have a right to the 
payment of the discount, or as much thereof as is necessary to pay 
the liabilities in full. If it is possible to make collections from the 
stockholders, a value should be carried to the Expected to Realize 
column. The Expected to Realize column may show only the 
amount necessary to collect in order to avoid a deficiency to 
creditors. For instance, if there is a $10,000 stock discount account, 
and if, on the basis of the estimated realizable values of the assets, 
it appears necessary to collect $7,000 of the discount, only $7,000 
need be entered in the Expected to Realize column. However, while 
it is true that no more will be collected from the stockholders than 
is necessary to pay the creditors in full, it seems desirable to show 
the full amount that can be collected, because of the possibility 
that the realizable values of the assets may have been overesti- 
mated. If this should prove to be true, there would be a correspond- 
ing increase in the amount to be collected from the stockholders, 
and it seems desirable to have the statement of affairs show the 
maximum amount which could be collected, thus: 


Book Expected 
Value to Realize 
$5,000 Discount on capital stock 
Estimated amount collectible............... $4,000 
Estimated amount required to pay creditors in full, . $2,000 


Additional costs before realization. It is sometimes neces- 
sary to make additional expenditures on assets before they can be 
realized to the best advantage. As an example, the statement of 
affairs on page 171 shows, under the Goods in Process caption, that 
this inventory, when completed, will probably realize $6,000, but 
that raw materials worth $500 and other expenditures of $200 will 
be required for their completion. The proposed use, in the com- 
pletion of goods in process, of raw materials having a realizable 
value of $500 is also shown under the Raw Materials caption. 

It is also sometimes necessary to make allowance for the expecta- 
tion that certain expenses will be incurred in winding up the affairs 
of a business. Such estimated expenses may be shown as deductions 

from the free assets with, but below, the liabilities having priority. 
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Accounts and notes payable. There is a tendency to assume 
that notes payable rank ahead of accounts payable as liabilities. 
This is a false assumption. Notes do not rank ahead of accounts 
unless the notes are secured and the accounts are not. 

Statement of affairs for a partnership. If the business is 
operated by a partnership, the amount shown as the deficiency to 
creditors is even more tentative than when such information is 
reported in a statement of affairs for a corporation because the 
creditors may collect all or a portion of the deficiency from the 
partners’ private resources. 

The statement of affairs for a partnership may be made more 
informative if the deficiency and the prospective loss to the partners 
are set forth below the main part of the statement in the manner 
illustrated on page 177. The illustration is based on the facts used 
in The Smith Company illustration on page 163; the form of 
business organization is now assumed to be a partnership of Jones 
and Smith. 

This form of statement may be used to advantage when one of 
the partners is insolvent and it is desired to show his personal 
creditors what equity he may have in the assets of the partnership 
after liquidation. 

Statement for credit purposes. As noted earlier, the state- 
ment of affairs is of little, if any, importance in practice at the 
present time. It is possible that this condition is attributable to the 
fact that the statement of affairs has been identified with and be- 
lieved useful only in the case of an insolvent business. There seems 
to be no conclusive reason why such a statement would not be 
valuable in instances where credit-granting decisions are to be 
made. For example, a statement of affairs could be submitted to a 
bank or other prospective creditor in support of a request for 
credit. The statement of affairs might be considered preferable to 
a balance sheet for such purpose, because it shows the estimated 
realizable values as well as the book values of the assets, and 
because the offsets of secured liabilities against pledged assets are 
clearly revealed. 

If a statement of affairs is used for credit purposes, it will 
presumably show an excess of free assets over unsecured claims, 
thus indicating that the business is in such a good financial condi- 
tion that all creditors may expect to be paid in full. 

To illustrate the form of a statement of affairs for credit purposes, 
we may use the balance sheet of The Smith Company appearing on 
page 164 and increase the estimated realizable values of the assets. 
The illustrative statement appears on page 178. 
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Receiver’s Accounts 


Opening new books. It is rarely necessary to open new books 
for a company in financial difficulties unless the business is to be 
operated by a receiver in equity. The old books may be continued 
if the business is to be liquidated under bankruptcy proceedings or 
by an assignee under a voluntary assignment, or if the operations 
are to be continued by a representative of the creditors. 

If operations are to be continued under the direction of a receiver 
in equity, it is usually desirable to open new books, to indicate that 
there has been a transfer of assets to the receiver, and to distinguish 
clearly between liabilities incurred prior to the receivership, which 
will be left on the old books, and liabilities incurred by the receiver, 
which will be recorded on the new books. 

The order of the court appointing the receiver usually states the 
assets for which he is to assume responsibility; these assets may 
include part or all of the corporation’s property. The receiver 
should open his books by taking up these assets, as well as any 
related contra accounts, such as Accumulated Depreciation or 
Allowance for Doubtful Accounts. His accountability therefor is 
shown by a credit to an account whose title reveals the source of 
the assets. But he should not take existing liabilities onto his books. 
The liabilities existing prior to the receivership should remain on 
the corporation’s books, so as to maintain a distinction between 


prior and subsequent debts. 
179 


180 RECEIVER'S ACCOUNTS Ch. 10 


The entries showing the transfer of the assets are indicated 
below. 


Receiver’s Books Corporation’s Books 
Assets taken over M—Receiver 
Related contra-asset accounts Related contra-asset accounts 
X Y Z Co.—In receivership Assets 


Payment of prior liabilities. Although the receiver does not 
take the liabilities onto his books, he may be ordered by the court 
to pay them. In that case, he should debit an account with the 
corporation and credit Cash. But his debit entry should not be 
made to the account which was credited initially to establish the 
accountability for the transferred assets; temporary accounts with 
the corporation should be set up to furnish detailed information 
which the receiver will need in preparing his reports. The entries on 
both sets of books showing the payment of liabilities existing prior 
to the receivership are indicated below. 


Receiver’s Books Corporation’s Books 
X Y Z Co.—Bonds paid Bonds payable 
Cash M—Receiver 


Since the liabilities appear on the corporation’s books instead of 
on the receiver’s books, the accrued interest should be recorded on 
the corporation’s books. The receiver, however, may be expected 
to pay the interest, and any entries for such payments should be 
made in such a way as to distinguish between interest accrued 
prior to the receivership and interest accrued during the receiver- 
ship. This is done as follows: 


Receiver’s Books Corporation’s Books 
X Y Z Co.—Accrued interest paid Accrued interest payable 
Cash M—Receiver 
X Y Z Co.—Interest paid Interest expense 
Cash M—Receiver 


Recording operations. The revenues from and expenses of 
operations should be recorded on the receiver’s books, and, so far 
as possible, the receiver should follow the same classification of 
accounts as the corporation used, in order that comparative 
statements may be made for the receivership and prior periods. 


Receiver’s Books Corporation’s Books 
Various expense accounts 
Cash or Accounts payable 


Cash or Accounts receivable 
Sales 


Cash or Accounts receivable 
Other revenue accounts 


en a 


Ch. 10 RECEIVER'S ACCOUNTS 181 


Closing the books. At the end of each regular accounting 
period, and more frequently if desired, the receiver’s books should 
be closed. 

After the individual revenue and expense accounts have been 
closed, the resulting balance in the Revenue and Expense ac- 
count is transferred to the account with the company which is in 
receivership. 

After the receiver has made up his statements, the accounts 
showing liabilities carried on the company books but paid by the 
receiver should be closed by transfer to the main account with the 
company. 

The income or loss shown by the receiver is taken into the 
corporation’s books by a debit to the receiver’s account and a 
credit to Revenue and Expense for a profit, or by a debit to 
Revenue and Expense and a credit to the receiver if a loss is 
incurred. 

Any revenue or expense accounts on the corporation’s books are 
then closed and the resulting net income or loss is transferred to 
Retained Earnings. 

Periodical statements. The statements prepared at the end 
of each accounting period should include an income statement and 
a balance sheet, which should embody the information recorded 
in both the company’s books and the receiver’s books. The balances 
shown by the two sets of books may be assembled on working 
papers, as illustrated on page 188. 

Close of the receivership. When the receivership is termi- 
nated, the receiver should close his books by recording the return 
to the corporation of such assets as he holds. Entries recording the 
termination of the receivership should be made on both sets of 
books, as follows: 


Receiver’s Books Corporation’s Books 
X Y Z Co.—In receivership Assets 
Related contra-asset accounts Related contra-asset accounts 
Assets M—Receiver 


If any unpaid liabilities appear on the receiver’s books, they 
should also be transferred to the company’s books. 


Illustration 


_ Basis of illustration. C Company found itself in financial 
difficulties, and F. C. White was appointed receiver as of June 30, 
1960. The books were closed, and the balance sheet on page 182 
was prepared. 
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C COMPANY 
Balance Sheet—June 30, 1960 
Assets 
Current assets: 


Cash tA cpstbttes oo? adel orice ta Bo aan eae $ 1,800 
Accountsirecelvable was rr eae aes ieee $50,000 
Less allowance for doubtful accounts..... 1,500 48,500 
Notes recéivablestan., Ji. tease cee re eee Mebane eee 15,000 
Inveritoryxs. 2a eta enters © othr lee Seas Bee 60,000 
Unexpired insurances: 2545 eee ieee eae ele 900 $126,200 
Marketable securities). sor0.d..uby ot och oeguk tle es ee ee eee 7,500 
Fixed assets: 
Paid is CR Ey, OME he oe ae eee, nae $10,000 
Building 2 eee Aen ee ee eee $80 , 000 
Less accumulated depreciation........... 15,000 65,000 
Rurnituresan dex cures i einer eee $10,000 
Less accumulated depreciation........... 3,000 7,000 82,000 
$215,700 


Current liabilities: 


Accounts payables, mnt oer cao eater ee Soe $95 , 000 
Notes; pay dole menorentiencetic seis tks qe a eee ere 25,000 
ceeried mortage interest ass at ene eee ee eee 500 $120,500 
Long-term liabilities: 
Mortgageipayabler «ivroy ext a ae Gene. 3. eee ee Stee ee 50,000 
Stockholders’ equity: 
Capital stoc kes Seeyiny- nice tanita ee eee $50,000 
ess: deficit: sid Westley SAO) LEER. Liaee Oa BMAP LE, 4,800 45,200 
$215 , 700 


On pages 184 to 187 will be found the entries, in journal form, 
recording the following facts on the books of the receiver and the 
books of the company. The transactions extend over a period of 
a year. 


(a) The receiver, under order of the court, took over all of the 
assets shown by the foregoing balance sheet. Note that 
the receiver, in taking up the accounts receivable, debits 
Accounts Receivable—Old, to distinguish them from 
accounts receivable which will result from sales during 
the receivership. The allowance for doubtful accounts is 
similarly distinguished. 

(b) Merchandise purchases on account, $120,000. 

(c) Sales on account, $200,000. 

(d) Cash collections amounting to $47,500 were obtained on 
the old accounts receivable. The remaining accounts 
were written off as worthless, by charges to the Allowance — 
for Doubtful Accounts—Old and to a_ special loss 
account. 

(e) The notes receivable, $15,000, were collected in full. 
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(f) 
(g) 


(h) 
(i) 
(3) 


(k) 
(1) 


(m) 


(n) 


(0) 


(p) 
(q) 
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Interest, $300, was collected on these notes. 

New accounts receivable amounting to $160,000 were 
settled by cash collections of $157,700 and the allowance 
of cash discounts of $2,300. 

Interest in the amount of $120 was collected on the marketa- 
ble securities. 

The marketable securities were sold for $7,350, or at a loss 
of $150. 

Prior liabilities were paid as follows: 


INCCOUDES DRY ADIG semi 6 oak oe Ea ee eer CEE $95 , 000 
INOCCSHD AY ADC a cate an uh ie a ek ee ee ee I Marat 25,000 
Morteagennstallmentst pis. s sc one oe maton Gaeriay. 5,000 
Mortgage interest accrued on June 30, 1960.............. 500 


The mortgage interest accrued from June 30, 1960 to 
June 30, 1961 was $2,950. 

The receiver paid the interest accrued on the mortgage 
from June 30, 1960 to April 30, 1961, in the amount of 
$2,500. 

Receiver’s accounts payable for merchandise purchases, in 
the amount of $75,000, were settled as follows: Cash 
payments were made in the amount of $73,600; and cash 
discounts were taken in the amount of $1,400. 

The following expenses were paid in cash: 


Salpprestandswacresc rt. ciee ear aan Cece tems cues $17,000 
Breig ht, ines ek ok ea Oke acest tae 3 aed ee 350 
Delivery Expense joes wac-< jhe kel aeee ee oe eee ee ee 1,000 
FERRO NE eS 05 Wien Aas a ape eal Be ee On ak Bis 1,200 
Generalkex pe use eames ae ony eae eri sos aan ere 7,500 


Depreciation for the year was provided in the following 
amounts: 


TBADVAG MIeY-32 Ga oom cueea cach meetin eaere <a kaecs em DS hen eR aia aCe Mra So $3 , 200 
Rurntturerand fixtures cca sce seco ee ee ee 1,000 


An allowance for doubtful accounts in the amount of $1,200 
was provided against the new accounts receivable. 

The insurance premium expiration for the year, chargeable 
to operations, was $550. 


The merchandise inventory on June 30, 1961 was $23,000. 


Working papers. The working papers assembling the balances 
on the receiver’s books and on the company’s books appear on 
page 188. These working papers contain the information required 
for the balance sheet and the income statement on pages 189 and 


190. 
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Receiver’s Books 


COOL. Wee Pier ese cata e cm oc Aine ould aut 1,800 
Accounts receivable—Old....................000+ 50,000 
Notesimeceivableme suk ae ete ete een eee rte 15,000 
Inventoryscka tsa 24d ce RO Ce ae creer 60,000 
Wnexpiredsinsurance..c0.. oe ee eee ae 900 
Marketableisecurities annette raters at eee 7,500 
handindnj ates thse Ro Se Sat oe ower ac pe 10,000 
Building t-4: .ecayah sty lewasepresepree et eae: eee 80,000 
AMibonieghigeehitelcibandiuskee c.5 Mee uaod Paco oe dpe wut: 10,000 

Allowance for doubtful accounts—Old......... 


(b 


wm 


(c 


~~ 


(d) 


(e) 


(f) 


(g) 


(h) 


(i) 


(i) 


Accumulated depreciation—Building. . 
Accumulated depreciation—Furniture and. fixtures 


C Company—lIn receivership................. 
To open the receiver’s books. 
Purchasesnys one otehoge sc eens cree Soci a ein 120,000 
Accounts\payablegmcsndatis o Roce ore 
Purchases of merchandise. 
Accounts receivable—New................--.+-0-- 200,000 
Salestecstes tec: enone enced oree pee eae tee meee ae oe 
Sales on account 
Cashredatebes 2s agente nay pas ears Meats Sita te Sten a 47,500 
Allowance for doubtful accounts—Old............. 1,500 
Loss on accounts receivable—Old....-............. 1,000 
Accounts receivable—Old.................... 
Collections on old accounts receivable 
Cash etae or chs Sn gn A oc Rett BN ee 15,000 
INOLES TECELVADIC = a sys eas Ee EEE, 
Collection of notes in full 
(GENS) tn ane ie 2 aie OY RNA Rae SE ee GRE ne 300 
Interest; earmedis.. cease ae ae eee es 
Interest collected on notes 
Cashtesr Sarco ot bbe oe bE ae een. ace aeee 157,700 
Sales discountshon puke. Re ee eee 725300 


Accounts receivable—New 


Cashed <0 date des 2 See ee re Hh A eee 120 


Cas laal oka si cud. scse aes tec ee, oe or ak ee ae ae 7,350 
Bosson seeuritios), toh ct Ae ee ee Se 150 


Sale of securities. 


C Company—Accounts payable paid............... 95,000 

C Company—Notes payable paid................. 25,000 

C Company—Mortgage payments................. 5,000 

C Company—Accrued mortgage interest paid....... 500 
Cash yeni Gees Te Seat Ree hs a 


Payment of prior liabilities. 
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1,500 
15,000 
3,000 
215,700 


120,000 


200,000 


50,000 


15,000 


300 


160,000 


120 


7,500 


125,500 
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(aE COMM biite+<Receiverse.. <. jdwtstasintiil Gece tren 215,700 
Allowance for doubtful accounts. SE nt hoor 1,500 
Accumulated depreciation—Building. cadets seed.) 15,000 
Accumulated depreciation—Furniture and fixtures... 3,000 

OO ee a AE T's ei A 1,800 
Accounts receivable................,...-2 7 50,000 
Wales receivable s..02.5/5 lie = ek 15,000 
Inventergs ha hiu.. (i oe ee 60,000 
Unexpired insurance ......<,...1. °° me? 900 
Marketable securities......................_ 7,500 
BUNA eee ae ae Be a 10,000 
UDR ee 2a 8 ork nnd). | ee 80,000 
Purniture and fixtures... 00... ..20...4....... 10,000 


Cie NECOUDUS PAV AIG a altho Pes nen ten vein iNea- cs 95,000 

ING tes ay ARIA peek itis yas ow Skee ae ssi 25,000 

Mortgage payables. fyicsocts oo eet oa eevee 5,000 

Accrued mortgage interest... O20<. ces occ see cus 500 
B.C. White—-Reeeiver. .. 5 foci aa wes cea 125,500 

Liabilities paid by receiver. 

(k) Mortgage interest expense........................ 2,950 

Accrued mortgage interest.................... 2,950 


Interest for year ended June 30, 1961. 
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Receiver’s Books 
(1) C Company—Mortgage interest paid.............. 
Cashiiads AOA r a eile of bone: co oan te AE Ue: 
Payment of interest from June 30, 1960 to April 30, 
1961. 


Purchase discoun tseemermccehce ena eae 
Payment for purchases. 


(n) | Salariesrandswagesn. hare cyoma ee eee ee ee 
P¥eight in A. ee iy eaten etek sre a oe eee 


Taxes inertte:s eda Heese 5 2). ae ee 
General.expensecinxs cioolstibdaen Silt Athan cere esies et 
CASI exes oe pote A en a een ee ee 
Payment of expenses. 
()=Depreciation——Building arn eee 
Depreciation—Furniture and fixtures.............. 


Accumulated depreciation—Building........... 
Accumulated depreciation—Furniture and fixtures 
Depreciation provisions for the year. 


(p) Bad debts expense—Receiver’s sales............... 
Allowance for doubtful accounts—New......... 
Provision for losses. 


(q)i Insurancesexpenset tama See eee ee ae - 
Unexpiredtinsurancess eee ae 
To write off insurance expired during year. ‘ 


2,500 


75,000 


17,000 
350 
1,000 
1,200 
7,500 


3,200 
1,000 


1,200 


550 
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2,500 


73,600 
1,400 


27 , 050 


3,200 
1,000 


1,200 


550 


PN iam 4 
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Company’s Books 


1961. 
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Balance sheet. The balance sheet as of June 30, 1961, pre- 
pared from the working papers, appears below. 
C COMPANY—IN RECEIVERSHIP 


F. C. WHITE—RECEIVER 
Balance Sheet—June 30, 1961 


Assets 
Current assets: 
(CESARE: c, i. Stes See IE ar UE ta AEG fn $ 1,120 
INCCOUNtSErecervables. .2.ccke ac. oe eee. $40,000 
Less allowance for doubtful accounts. .... 1,200 38,800 
EM VENLOLY Sct erie eee ee 23 ,000 
Wnexpiredsimsurancews sr deo ncee oi oe ces ee 350 $ 63,270 
Fixed assets: 
ieitrclee emer. Ye Par ey A ss, hea ae ew RE tan $10,000 
URI CLE pee Ce wee ee eh Cee ME on. $80, 000 
Less accumulated depreciation........... 18,200 61,800 
Furniture and fixtures? . <<. 25. .20-. cscs $10,000 
Less accumulated depreciation........... 4,000 6,000 77,800 
$141 ,070 
Liabilities and Stockholders’ Equity 
Current liabilities: 
FACCOUNUSEDAV AD ICH eine eee end th actus canoe $45 , 000 
ACemMed morgage interest. ..5 2). - essen ol 5 aoe 450 $ 45,450 
Long-term liabilities: 
Mortgape payable esa esko 32 is MOU Sti dos eR See 45,000 
Stockholders’ equity: 
WApIUalESLOCn tke hee ere rane aerate eae aye a $50,000 
Retained earnings: 
Deheit—June:30) 1 960% ween ee eee 145 800 
Net iIncomefor-the year. -.aecs pone es 5,420 620 50,620 
$141,070 


Income statement. The income statement for the year 
ended June 30, 1961 is shown below. Observe how some of the 
financial aspects of the receiver’s administration can be emphasized 
by the use of expanded account titles, as in the case of bad debts 
and interest earned, and special captions, as in the case of losses 
resulting from asset realizations. 


C COMPANY—IN RECEIVERSHIP 
F. C. WHITE—RECEIVER 
Income Statement 
For the Year Ended June 30, 1961 


SEIS cco dda ee MERE SAEs Cee RES Oe AS eM a eA AT $200,000 
WMeduetieales: WISCOUNUS sear pohc isha oe arekeensee NaN ne eA Sle 2,300 
ING CIS ALCS eee ra eee ns, oc Core ens eee eae: $197,700 
Cost of goods sold: 

Inventory ——vUNersO nl GOO arta) sey ieeitey gs mite ert: $ 60,000 

IPUTCHASES Seer tee ore es Gee a teres $120,000 

Deduct purchase discounts.............. 1,400 

INGUADULCUSBOS: Speen fish s «os anera wane $118,600 

EPe1e NG ITI?... = Pee Mae ee Bete. s stefan enetebne 350 118,950 

DOU ee a OE eee eee $178,950 

Deduct inventory—June 30, 1961................-. 23,000 155,950 


Gross profit on sales (forward)......2. 0. cece eee eens $ 41,750 
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C COMPANY—IN RECEIVERSHIP 
F. C. WHITE—RECEIVER 
Income Statement (Concluded) 
For the Year Ended June 30, 1961 


Gross profitzon sales: (brought) forward) #a9e ne a eerie $ 41,750 
Deduct operating expenses: 
Salaries ‘and wages: ©. 4.4..5-s ete one ene: $ 17,000 
Delivery.expense.ascseci ahesde-d arc aciorraeteie eee 1,000 
Taxes: Week Bie fe sa wc, tesa peas aie eae ean ee Le Deuce 1,200 
Insurance:expensese. 4 ie.s-.< dere eke es ee 550 
Generaliexpense: (nb ca. ao eee 7,500 
Depreciation: 
Buildingey ce. .s, oe eo ee ee $ 3,200 
Rurniturerand iixtunesaa ee ane 1,000 4,200 
Bad debts expense—Receiver’s sales............... 1,200 32,650 
Netioperating incomes, Wer....6 4s nee ara ee eee $ 9,100 
Deduct realization losses: 
Marketablersecunitieseere eine ine e cei cae $ 150 
Accountsirecelvable——Oldi nui eee 1,000 1,150 
INetuincome before terestnes rman atte eerie eee ee $ 7,950 
Deduct mortgage interest expense................... $ 2,950 
Add interest earned—Receiver’s operations........... 420 2,530 
INGE INCOMES CN Re a cence, ecto a avon Rare Alla heer ue lacs ee ae Soo 2() 


Closing the books. The following entries show the procedure 
of closing both sets of books. 


Receiver’s Books 


alesse: | Nae oe Rene lo, a bm 7 es OO eee eee 200,000 | 
Purchase GiscOumts: ccm tee testo se aie een eae 1,400 | 
InGerestrearne dint trainee acscive signee ae ee eee 420 ) 
Tnventoryei es chad onto. eee ted ie PR Ro, 2 ea 23,000 | 
Revenuesandvexpensets.).... \windagh ere oe eee 224,820 


To close accounts with credit balances and record end- 
of-year inventory. 


Revenue Gnd: EXPeNses veto. ctorc.re oe Guse once Chee al erase 216,450 
Inventory) 5 45.0 2 eae aN teen es, 60,000 
Purchaseginvcc.cc wes stew a cule acai a: 1c eee eee 120,000 
Preight in: Acs, sa oteb eae a ade Gone eee 350 
Salaries-and.wagess co soreaan< teks uate ram carne 17,000 
Deliveryexpenss..n nace core erate etre 1,000 
Taxes 4 ©. ot tioaat aie en ee Re ere 1,200 
Instirance expenses enc ye eet ete tee 550 
General expense tiv ethos eee ee 7,500 
Wepreciation—Building dc. .cn eee eee 3,200 
Depreciation—Furniture and fixtures.............. 1,000 
Bad debts expense—Receiver’s sales............... 1,200 
Sales‘digcoun ts patch. eae ees eee 2,300 
Loss on accounts receivable—Old................. 1,000 
Loss onvsecuritiedst: cranes. rt nee ae eee 150 

To close accounts with debit balances. 

Revenue and! expensées s-nioce ) scene er cries 8,370 

C Company—In receivership.................e005 8,370 


To close Revenue and Expense. 
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C Company—lIn receivership...............000000005e 128,000 
C Company—Accounts payable paid.............. 95,000 
C Company—Notes payable paid................. 25,000 
C Company—Mortgage payments................ 5,000 
C Company—Mortgage interest paid.............. 2,500 
C Company—Accrued mortgage interest paid...... 500 
To close the temporary accounts showing liability 
payments. 
Company’s Books 
HAC White—Recéiver.. «tuk oe 8,370 
Re venMe.andvexPeOnse 240s, oe en 8,370 


To take up the net income before mortgage interest, as 
shown by the receiver’s books. 


Revenues and (OX pense sis cc -crcty iy oho, acess crops mene eee 2,950 
Mortgage interest expense....................05. 2,950 
To close the mortgage interest account. 
Reyenlicandsexpenseas ter es ene ee 5,420 
Retained earmingsie.. 3727) Pete 2 ee 5,420 


To close net income to Retained Earnings. 


Reconciliation of reciprocal accounts. After the two sets 
of books have been closed, trial balances should be drawn off and a 
statement should be prepared to reconcile the reciprocal accounts, 
F. C. White—Receiver and C Company—In Receivership, and to 
prove that the accounts on the two sets of books agree with the 
balance sheet. 


C COMPANY—IN RECEIVERSHIP 
Working Papers After Closing 


June 30, 1961 


Receiver’s Company’s Elimi- 


Books Books nations Combined 
Debits Tae a a SS be eT ee 
IRYST sds SOLER REET ne 1,120 e220 
Accounts receivable—New............. 40,000 40,000 
BES RSCONY, tyres cog ee NP ve a yw pena 23,000 23,000 
nexpired insurance..........5+..e0+0-- 350 350 
ris CLE eS a cere e She tithe ee tented as 10,000 10,000 
“SROTIG TNC AR ce RG ia acs CN Apart ee ec 80,000 80,000 
murniture and fixtures :... cus 6. os ens 10,000 10,000 
F.C. White—Receiver................ 96,070 96,070 
164,470 96,070 96,070 164,470 
Credits ETA aa ee a ace Se 
PYceOUNES Payable. aa<cni on «ee sea ee a 45 ,000 45,000 
Accrued mortgage interest............. 450 450 
MAORUPAPCHDAVADIC. voci sy facies cs ss - 45 ,000 45,000 
Allowance for doubtful accounts—New. . 1,200 1,200 
Accumulated depreciation—Building.... 18,200 18,200 
Accumulated depreciation—Furniture 
BNOUAXCUTOS «6 -)-her-rs.5 a ne oa a hoe Paes 4,000 
C Company—In receivership........... ; ; 
MULL LOCKS ier bndcss 4s Sos ipliaie «ede ei solicys) 4 50,000 50,000 
Bvetained CarDings. «++ oct aus veel > ° 620 620 


164,470 96,070 96,070 164,470 
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Closing the receivership. If the receivership is terminated 
at this point, an entry should be made on the receiver’s books as 
follows: 


Accounts payabless...5.. seeps sem eet ine eke baretie hoard ee 45,000 

Allowance for doubtful accounts—New.................. 1,200 

Accumulated depreciation—Building..,................. 18,200 

Accumulated depreciation—Furniture and fixtures........ 4,000 

C Company—In receivership...............-...+2-00--, 96,070 
CBF AEDS ce ae an RR ata PO re He. BS A na Ra lad 15120 
Accounts receivable—New.....................-0.. 40,000 
EI VETICOTY Se ococcs aoe aPer o Sce oe eI e a 23 ,000 
Unexpiredtinsurancess 2510 ee ee 350 
ATI ey is Ae es casi Me eee 10,000 
Building ns shoe Te REE OR even SE 80,000 
BHurniturerand fixtures... ieee ee eee 10,000 


To close the receiver’s books, recording the termination of 
the receivership. 


The company’s books should contain a contra entry, debiting 
the assets, crediting the liabilities and the contra-asset accounts, 
and crediting F. C. White—Receiver for the net assets. However, 
the word ‘‘New”’ may be omitted from the account titles for 
Accounts Receivable and Allowance for Doubtful Accounts; such 
a distinction is of importance only on the receiver’s books. 


GRA PT E.R EL E VERN 


Realization and 


Liquidation Reports 


Realization and Liquidation Account 


Introduction. The special-purpose statement used to show a 
court or the creditors of an insolvent business what has been 
accomplished, during a stated period, with regard to the realization 
of assets and the liquidation of liabilities is conventionally called a 
realization and liquidation account. The use of the word ‘‘account”’ 
in the title of the statement is probably attributable to the fact 
that it is drawn up in account form with debit and credit sides. 
Since it is not in the ledger, it would be more appropriately called a 
statement. 

As generally prepared, the statement constitutes a report of a 
trustee or other duly designated agent who has had charge of the 
affairs of a business in financial difficulties. The statement is usually 
supplemented by a summary cash account, an income statement, 
and a balance sheet. 

It should be recognized that a court having jurisdiction in such 
matters may prescribe the form for such reports submitted to it. 
The statement form illustrated in this chapter (see page 194) is 
considered acceptable by accountants and may be used in the 


absence of court-prescribed rules and regulations. 
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Trustee’s cash account. The cash account to accompany 
the statement on page 194 is shown below: 
JAMES BUTLER 


F. S. MONTGOMERY—TRUSTEE IN BANKRUPTCY 
Cash Account 


June 16, 1961 to August 31, 1961 


i) balance—June 16:.¢...7... Si700mm (e)iixpensell). 4 teed. oc o0-- $ 200 
Ke) Merchandise: 2.3.6.0... 5,500 (h) Accounts payable......... 11,000 
(d) Accounts receivable....... 4,500 Balance—August 31....... 1,510 
(e) Notes receivable.......... 2,000 
(f) Int. on notes receivable. ... 10 

$12,710 $12,710 


Procedure in preparing statements. The letters in the cash 
account and in the realization and liquidation account are included 
merely for purposes of explanation in this chapter. 

The realization and liquidation account and the cash account 
can be prepared by making offsetting debit and credit entries as 
illustrated below. They should be traced to the statements. 


(a) The assets, liabilities, and capital as of June 16 are ‘‘jour- 
nalized”’ in the statements as follows: 
Debits: Under Assets to be Realized—all noncash 
assets. 
In the cash account—the opening balance. 
Credits: Under Liabilities to be Liquidated—all liabili- 
ties. 
In a memorandum capital account—the open- 
ing owner’s equity, thus: 
Memorandum Capital Account 
(a) Owner’s equity, June 16..... 5,200 


(b) Merchandise was purchased at a cost of $500: 
Debit: Under Assets Acquired—the cost of the mer- 
chandise. 
Credit: Under Liabilities Assumed—the amount of 
the account payable. 
(c) Merchandise was sold for cash, $5,500: 
Debit: In the cash account. 
Credit: Under Realization Proceeds. 
(d) Accounts receivable were collected in the amount of $4,500: 
Debit: In the cash account. 
Credit: Under Realization Proceeds. 
(e) Notes receivable were collected in the amount of $2,000: 
Debit: In the cash account. 
Credit: Under Realization Proceeds. 
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(f) Interest on notes receivable was collected in the amount 
of $10: 
Debit: In the cash account. 
Credit: Under Supplementary Credits. 
(g) Expenses were paid in the amount of $200: 
Debit: Under Supplementary Charges. 
Credit: In the cash account. 
(h) Accounts payable were paid in the amount of $11,000: 
Debit: Under Liabilities Liquidated. 
Credit: In the cash account. 


To complete the realization and liquidation account, the assets 
(other than cash) at the end of the period were entered under the 
Assets not Realized caption; the unpaid liabilities were entered 
under the Liabilities not Liquidated caption; and the loss was 
entered to balance the statement. 

Elements of the statement. As shown by the illustration on 
page 194, the realization and liquidation statement reports on the 
following matters: 


With respect to assets: 


Assets to be realized Realization proceeds 
(Carrying value of assets, (Proceeds from disposal of 
other than cash, at the assets) 
opening date of the state- 
ment) 
Assets acquired Assets not realized 
(Additional noncash assets (Assets at closing date of 
discovered or acquired) statement) 


With respect to liabilities: 


Liabilities liquidated Liabilities to be liquidated 
(Payments to creditors) (Liabilities at opening date of 
statement) 
Liabilities not liquidated Liabilities assumed 
(Liabilities at closing date) (Liabilities discovered or in- 
curred) 
With respect to revenue and expense: 
Supplementary charges Supplementary credits 
(Expenses other than asset (Revenues, including miscel- 
expirations and not in- laneous income, but not in- 
cluding specific losses cluding specific gains on — 
from asset realization) realization) 


Gain for the period -or- Loss for the period 


Ch. 11 REALIZATION AND LIQUIDATION REPORTS 197 


If one finds it difficult to understand why this statement, which 
shows facts with respect to assets and liabilities as well as facts with 
respect to revenue and expense, should have a balance showing a 
loss or a gain, the reason should become apparent from the follow- 
ing regrouping of the major items of the statement presented on 
page 194: 

Facts about assets: 
Debit side of statement: 
Assets to, be realiged.cns. cf.d. vhs aes . $32,500 
ASSETS AC QUITO Geir cs PSE ace 500 $33,000 
Credit side of statement: ads 


Proceeds from asset realization............ $12,000 
PASSOUS TOGECONIZEM cose oer eee tee ee 17,000 29,000 


Loss on realization of assets................. $4,000 
Facts about liabilities: 
Credit side of statement: 


Liabilities to be liquidated. .............6. $28 , 000 
ra bDiUTes AsSUIM EC. a as | & cist os <cisie ee he Hee 500 $28,500 


Debit side of statement: 
Enabiliiesliquidatedmns.2.40.5-.00e an $11,000 
haspinives not quidated. 2. so: .4.... sone 17,500 28,500 


Gain on settlement of liabilities—none........ -_— 


Facts about revenue and expense: 
Supplementary charges—expense................005. $ 200 
Supplementary credits—interest earned............... 10 


INGTEXDCURC He ren ei cE Nee ee ere rer een sere eter 190 
INGUIIOSS tere ne tne ee ener re nme Seer een on, tee $4,190 


Income statement and balance sheet. To prove the loss 
shown in the realization and liquidation account, the following 
realization income and loss statement was prepared: 


JAMES BUTLER 
F. S. MONTGOMERY—TRUSTEE IN BANKRUPTCY 


Realization Income and Loss Statement 
June 16, 1961 to August 31, 1961 


Losses on realization: 


Merchandise nein 2S. Sete thoaee sees eee ces cere $3 ,000 
INOTESITECEIVADICR secon ca oe Saasit a adele ee fe A 1,000 
LOCAL EES Cee como eee meee re cei anes $4,000 
LDS gaYEreTe% oc cnc coc ciSIere 0 CASTE crCIR Le em Cee ce Oar eer apiicen 200 
shotal#lossand expensemesncn a cre oot ote sta othe dt, ta ee eh $4, 200 
Deduct interest on notes receivable.................000- 10 
INGO IOSS eT. Chee. sien e lays thd. (af deere eicneY seer erait. $4,190 


This loss was then deducted from the $5,200 credit in the 
memorandum capital account (which showed the owner’s equity at 
the beginning of the period) to determine the owner’s equity of 
$1,010 at the end of the period; and the following balance sheet was 
prepared from the data shown by the Assets not Realized and the 
Liabilities not Liquidated sections of the realization and liquidation 
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account, by the balance in the cash account, and by the balance in 
the memorandum capital account. 
JAMES BUTLER 


F. S. MONTGOMERY—IRUSTEE IN BANKRUPTCY 
Balance Sheet—August 31, 1961 


Assets Liabilities and Owner's Equity 
Cash...i3: oa tee ee $_1,510) Accounts payables. -< asses oe $17,500 
Accounts receivable........... 2,500 James Butler, capital......... 1,010 
Land and buildings........... 14,500 
$18,510 $18,510 


Contra-asset accounts. If contra accounts have been set up 
against the assets, they should be deducted from the assets in the 
Assets to be Realized section, thus: 


Assets to be realized: 


Timber Wands. slccuh naccakty & tases emo Oe $300 , 000 

Less accumulated depletion.................... 75,000 $225,000 
Machinery to scxckcehreter wren orn eee rece $ 15,000 

Less accumulated depreciation.................. 3,000 12,000 
Necountsirecelvalblenc-sytetoeeltaee ores aoe en eee $ 15250 

Less allowance for doubtful accounts............ 350 900 


When the assets not realized are entered at the close of the 
statement, the contra account should again be deducted. Assuming 
that the operations of the business have been continued, that 
$5,000 of additional depletion and $600 of depreciation have been 
provided, and that $700 of the accounts receivable have been 
collected while $100 has been charged to the allowance account, the 
balances of the asset and related contra accounts would be shown 
thus: 


Assets not realized: 


Timber lands..'.; . Saute Micon ere eee eee $300, 000 

Less accumulated depletion.................... 80,000 $220,000 
Machineryaje dys aecyects akhewd act aonia ue tees ee $ 15,000 

Less accumulated depreciation.................. 3,600 11,400 
Accountsiracétvableccmcn utter one ee $ 450 

Less allowance for doubtful accounts............ 250 200 


The $5,000 depletion and the $600 depreciation would appear in 
the realization income and loss statement and would affect the 
final gain or loss figure reported in the realization and liquidation 
account. The $100 loss on accounts receivable, on the other hand, 
would not appear in the income and loss statement, nor affect the 
gain or loss results reported by the realization and liquidation 
account, because the loss was absorbed in the contra account. 

Sales and purchases. If business operations are continued, 
the materials or merchandise purchased may be shown in the 


a 
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realization and liquidation account as assets acquired or as sup- 
plementary charges, and sales may be shown as assets realized or as 
supplementary credits. 

Accruals. The question of accruals presents some difficulty. 
To illustrate, assume that $15 of accrued interest on notes receiva- 
ble is shown in the Assets to be Realized section. Assume that by 
the time the notes are collected, $5 additional interest has accrued, 
so that $20 is collected. The accrual and the collection of interest 
may be handled in either of two ways: 


First method: 


ais nga ach.) he 1 25 0h os oe Pec Scns ays neat AM AO, ce EL eee: 20 
henliza tion proceedSav te ha acu: Au ee ee ae ae 15 
pipplementaryecreditsa.. hace, TN fae et ene hits ne Gs 5 

Second method: 

ASSeLS Acquired (ACCEUEd INLELesb). «= -ijeiy sais oe ole © sire ass yoni des 5 
Dupplementarvacredits.jace es. Pe > fa eee Ee 5 

Cais REP yard toe eS yey ay eecete eis PaaS haMe cca dre Stee th he hor ee cas 20 
Rea lizations PIOCCEUS ty tue, cae eee ees na. eco sais Se hee very coe 20 


Similar methods may be used for dealing with accrued expenses. 

Discounts. Two methods are available for dealing with dis- 
counts and allowances, either to customers or from creditors. To 
illustrate, assume that $8,000 of accounts receivable are taken over 
by the receiver, who continues operations. Discounts of $75 and 
allowances of $150 are given to the customers, and the balance is 
collected in full. The two methods of dealing with the discounts 
and allowances are shown below. 


First method: 


Assets to be realized: Realization proceeds: 
Accounts receivable..... $8,000 Accounts receivable.......... $7,775 


By this method, the discounts and allowances are not shown, 
but the $225 excess of debits over credits will be included in the 
loss on realization. 


Second method: 
Assets to be realized: 


Accounts receivable..... $8,000 
Supplementary charges: Realization proceeds: 
Discounts to customers.. $ 75 Accounts receivable: 
Allowances to customers. 150 225 Wiscountsiates se ae $ 75 
ast Allowances........ 150 
Gashitcsrsncsu ants 4, 7,775 $8,000 


Similar methods may be used for discounts and allowances 
from creditors 
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Premium or discount on securities. If securities owned are 
sold at a gain or a loss, the gain or the loss, as noted earlier, is not 
shown as a separate item. The book value is shown under Assets 
to be Realized, and the price received is shown under Realization 
Proceeds. But if outstanding bonds or other liabilities are retired 
at a premium or a discount, the face of the liability should be 
shown under Liabilities Liquidated; any discount on retirement 
should be shown under Supplementary Credits, and any premium 
on retirement should be shown under Supplementary Charges. 

To illustrate, assume that a company holds $5,000 of bonds for 
which it paid par and that these bonds are sold for $4,960. The 
company also has $20,000 of bonds outstanding which are retired 
for $19,000. The facts may be shown thus: 


Realization and Liquidation Account 


Assets to be realized: Liabilities to be liquidated: 
Bonds of X Company....... $ 5,000 Bonds payablest:226)-.- $20,000 
Liabilities liquidated: Supplementary credits: 
Bonds payable............. 20,000 Discount on retirement of 
bonds payable............ 1,000 


Realization proceeds: 

Bonds of X Company....... 4,960 
Composition with creditors. If creditors agree to accept a 
certain number of cents on the dollar, the old indebtedness is, 
according to law, canceled by the agreement and a new indebted- 
ness takes its place. Assume that there were $20,000 of accounts 
payable, that the creditors agreed to accept seventy-five cents on 
the dollar, and that twenty cents (of the seventy-five) had been 
paid at the time of preparing the realization and liquidation 

account; the facts would be shown as follows: 


Liabilities to be liquidated: 


Accounts payable........... $20 , 000 
Liabilities liquidated: Liabilities incurred: 
Accounts payable—settled at Accounts payable—composi- 
75¢ on the dollar......... $20, 000 tion agreement to accept 
Accounts payable—payments 75¢ on the dollar in settle- 
under composition agree- ment of accounts payable.. 15,000 
OCA Nae Rt eee era ran oor 4,000 
Liabilities not liquidated: Supplementary credits: 
Accounts payable........... 11,000 Composition gain........... 5,000 


Old and new accounts. If the receiver continues operations, 
any liabilities which he incurs should be kept entirely separate 
from the old liabilities, because of the prior rights which the 
receiver’s creditors enjoy. The two classes may be designated as 


old accounts payable and receiver’s accounts payable or receiver’s 
certificates. 


a 
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Accounts receivable should be similarly separated, not because 
of any difference in the claims against the two classes of debtors, 
but because, with respect to old accounts receivable, the receiver 
is responsible only for diligence in collection, whereas, with respect 
to new accounts, he is responsible also for the exercise of good 
judgment in granting credit. 

Continued operations. When operations are continued by a 
receiver, the realization and liquidation account is more compli- 
cated because of the necessity of showing operating transactions. 
However, the “‘journalizing”’ procedure can still be used effectively 
in the preparation of the statements. The statements on pages 
202 and 203 are based on the illustration, in the preceding chapter, 
of the operations of F. C. White, as receiver for C Company. 
Letters have again been inserted in the statements for reference 
purposes. The following details should be traced to the statements: 


(a) The assets, liabilities, and stockholders’ equity as of June 
30, 1960, the beginning of the receivership, are entered in 
the statement as follows: 

Debits: Cash—in the cash account. 
Other assets—under Assets to be Realized. 
Credits: Liabilities—under Liabilities to be Liquidated. 
Capital Stock and Deficit—in the memo- 
randum capital account. 

(b) Purchases on account, $120,000: 

Debit: Purchases—under Supplementary Charges. 
Credit: Accounts Payable—New—under Liabilities 
Assumed. 

(ec) Sales on account, $200,000: 

Debit: Accounts Receivable—New—under Assets 
Acquired. 
Credit: Sales—under Supplementary Credits. 
(d) Cash, $47,500, was collected on old accounts receivable; 
the remaining accounts were uncollectible: 
Debit: Cash—in the cash account. 
Credit: Accounts Receivable—Old—aunder Realization 
Proceeds. 
(e) The notes receivable, $15,000, were collected in full: 
Debit: Cash—in the cash account. 
Credit: Notes Receivable—Old—under Realization 
Proceeds. 
(f) Interest in the amount of $300 was collected on the notes: 
Debit: Cash—in the cash account. 
Credit: Interest on Notes Receivable—under Supple- 
mentary Credits. (Continued on page 204.) 
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(g) New accounts receivable amounting to $160,000 were 
settled by cash collections of $157,700 and the allowance 
of cash discounts of $2,300: 

Debits: Cash, $157,700—in the cash account. 
Sales Discounts, $2,300—under Supplemen- 
tary Charges. 
Credit: Accounts Receivable—New, $160,000—under 
Realization Proceeds. 
(h) Interest in the amount of $120 was collected on the market- 
able securities: 
Debit: Cash—in the cash account. 
Credit: Interest on Securities—under Supplementary 
Credits. 
(i) The marketable securities were sold for $7,350: 
Debit: Cash—in the cash account. 
Credit: Marketable Securities—under Realization 
Proceeds. 
(j) Prior liabilities were paid as follows: accounts payable, 
| $95,000; notes payable, $25,000; mortgage installment, 
$5,000; mortgage interest accrued to June 30, 1960, $500: 
Debits: Accounts Payable—Old—under Liabilities 
Liquidated. 
Notes Payable—Old—under Liabilities Liqui- 
dated. 
Mortgage Installment—under Liabilities Liq- 
uidated. 
Accrued Mortgage Interest—under Liabilities 
Liquidated. 
Credit: Cash—in the cash account. 

(k) The mortgage interest accrued from June 30, 1960 to 
June 30, 1961 was $2,950: 

Debit: Mortgage Interest—under Supplementary 
Charges. 

Credit: Accrued Mortgage Interest—under Liabilities 
Assumed. 

(1) The receiver paid the accrued interest from June 30, 1960 
to April 30, 1961, in the amount of $2,500: 

Debit: Accrued Mortgage Interest—under Liabilities 
Liquidated. 

Credit: Cash—in the cash account. 

(m) Receiver’s accounts payable for merchandise purchases 
were settled in the amount of $75,000 as follows: cash 
payment, $73,600; cash discounts taken, $1,400: 

Debit: Accounts Payable—New, $75,000—under 
Jiabilities Liquidated. 
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Credits: Cash, $73,600—in the cash account. 
Purchase Discounts, $1,400—under Supple- 
mentary Credits. 
(n) The receiver paid expenses, as detailed in the statements: 
Debits: Salaries and Wages—under Supplementary 
Charges. 
Freight In—under Supplementary Charges. 
Delivery Expense—under Supplementary 
Charges. 
Taxes—under Supplementary Charges. 
General Expense—under Supplementary 
Charges. 
Credit: Cash—in the cash account. 


The assets as of June 30, 1961 (after providing for depreciation 
of the building and of the furniture and fixtures and for losses on 
bad debts, and after writing off the insurance premiums expired 
during the year) were next entered under Assets not Realized; the 
liabilities at the end of the period were entered under Liabilities 
not Liquidated; and the statement was balanced by entering the 
net income for the year. This net income should also be entered 
in the memorandum capital account to determine whether the 
resulting stockholders’ equity will balance the net assets. 

In addition to the realization and liquidation account and the 
cash account, the receiver should prepare an income statement 
similar to the one on pages 189 and 190 of the preceding chapter, 
and a balance sheet similar to the one on page 189 of the preceding 
chapter. 


Statement of Realization, Liquidation, and Operations 


Purpose. The realization and liquidation account illustrated 
in the preceding portion of this chapter is the traditional form for 
the presentation of data with respect to realization and liquidation, 
but it is somewhat confusing and is not admirably adapted to its 
purpose. 

An alternative statement which seems to present the informa- 
tion somewhat more clearly is illustrated in the remainder of the 
chapter. 

First illustration. The statement on page 206 is based on the 
same facts as those used in the illustration on page 194. Attention 
is directed to the following matters: 


The financial condition at the beginning of the period is shown 
in the first column; the financial condition at the end of the 
period is shown in the last column. (Continued on page 207.) 
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The cash receipts and disbursements are detailed in the two 
Cash columns. After these two columns are footed, their 
totals are entered in the cash summary at the top of the 
statement, to determine the end-of-period cash balance. 

The changes in the other assets are fully described. For example, 
starting with merchandise carried at $8,000, the trustee made 
purchases of $500, received $5,500 as proceeds of sales, lost 
$3,000 on sales, and had no merchandise at the end of the 
period. 

The changes in each liability are similarly described. Starting 
with accounts payable of $28,000, the trustee incurred $500 
of liabilities for purchases, made payments of $11,000, and 
had $17,500 of unpaid accounts at the end of the period. 

The Owner’s Equity section shows the owner’s equity at the 
beginning of the period, the net loss for the period (as a 
balancing figure in the Revenue and Expense columns), and 
the owner’s equity at the end of the period. 

The Miscellaneous columns include all items not classified in 
the Cash and the Revenue and Expense columns. 

The Revenue and Expense columns show the details accounting 
for the net loss of $4,190. Glancing down these columns, we 
find that $3,000 was lost on sales of merchandise, and $1,000 
on uncollectible notes receivable; that $200 of expenses were 
incurred; and that $10 of interest was earned on notes. 


Second illustration. The statement on pages 208 and 209 is 
based on the same facts as the illustration on pages 202 and 203. 

Attention is directed to the method of introducing income items 
into the Assets section of the statement. It will be noted that the 
interest on notes receivable and on securities is shown immediately 
below the notes and the securities. Income should be shown in 
the Assets section even if there were no accrued items to appear in 
the balance columns at either the beginning or the end of the 
period. 

Attention is also directed to the method of introducing expense 
items into the Liabilities section of the statement. Interest on the 
mortgage is shown immediately below the mortgage. The absence 
of balances on the lines for salaries and wages, freight in, delivery 
expense, taxes, and general expense shows that there were no 
unpaid liabilities for such expenses at either the beginning or the 
end of the period. 

In the solution of problems which require the preparation of 
statements of this nature, space should be left after each asset 
and liability sufficient to provide for the requirements of the 


problem. 
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Compound Interest and 


Annuities—Fundamentals 


Purpose of Chapters 12 and 13. A knowledge of compound 
interest and annuities is essential to an understanding of some of 
the accounting procedures relating to depreciation, investments, 
and long-term debt. In the chapters in Principles of Accownting— 
Intermediate dealing with these subjects, the procedures requiring a 
knowledge of compound interest and annuities were not discussed. 
They are dealt with in Chapter 13. 

Students who have had a course in mathematics of investment 
presumably can proceed immediately to Chapter 18. Chapter 12, 
on fundamentals, is intended for students who have not had such a 
course. It consists of two sections: 


Pages 211-227. The use of tables of amounts and present 
values, with illustrations showing how such 
tables are constructed. Those who desire 
only such minimum knowledge of basic 
procedures as is essential to an understand- 
ing of the accounting applications discussed 
in Chapter 13 will find it in this section. 

Problems 1 to 34, inclusive, relate to this 
section. 

Pages 228-231. This section illustrates methods of solving some 
problems with unusual complications. 

Problems 35 to 46, inclusive, relate to this 
section. 
210 
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SECTION 1 


Rate per period; number of periods. Data with respect to 
compound interest accumulations usually are stated in the follow- 
ing terms: 


Rate per year. 
Number of years. 
Number of compoundings per year. 


For instance: 


“at 5% per year for 10 years, compounded annually ”’ 
“at 6% per year for 4 years, compounded semiannually ”’ 
“at 6% per year for 4 years, compounded quarterly” 
“at 6% per year for 4 years, compounded monthly” 


Since interest tables are stated in terms of rate per period and 
number of periods, it is desirable to convert such expressions as 
the foregoing into expressions of rate per period of compounding 
(represented by the symbol 7) and total number of such periods 
(represented by the symbol n). Thus: 

If the stated facts are ‘‘at 5% per year for 10 years, compounded 
annually,” 

t= .05 
n= 10 

If the stated facts are ‘‘at 6% per year for 4 years, compounded 

semiannually,” 
t= .03 
n 8 

If the stated facts are ‘‘at 6% per year for 4 years, compounded 

quarterly,” 


I ll 


.015 
16 


i 

n 

If the stated facts are ‘‘at 6% per year for 4 years, compounded 
monthly,” 


I il 


.005 
48 


t 
n 


oil 


If a rate per year is stated with no information relative to fre- 
quency of compounding, it is assumed that interest is compounded 
annually. 


Amount of a Single Investment. Compound Interest 


[able of amount of 1. The table on page 212 shows the 
amount of 1 ($1, £1, or other monetary unit) at the end of each of 
the stated periods, compounded at various rates. 
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Amount of 1.00 at Compound Interest 
Periods 3% 316% 4% 4le% 5% 


1 1.030000 1.035000 1.040000 1.045000 1.050000 
2 1.060900 1.071225 1.081600 1.092025 1.102500 
3 1.092727 1.108718 1.124864 1.141166 1.157625 
4 1.125509 1.147523 1.169859 1.192519 1.215506 
5 1.159274 1.187686 1.216653 1.246182 1.276282 
6 1.194052 1, 229255 1.265319 1.302260 1.340096 
u 1.229874 1.272279 1.315932 1.360862 1.407100 
8 1.266770 1.316809 1.368569 1.422101 1.477455 


A more comprehensive table appears in an appendix. 

Construction of the table. A table of amounts of 1 may be com- 
piled in the manner shown below, using a 3% rate for the purposes 
of illustration. 


1.00 Investment at beginning of first period 
Multiply by 1.03 Ratio of increase per period 
1.03 Amount at end of 1 period 


Multiply by 1.03 
1.0609 Amount at end of 2 periods 
Multiply by 1.03 


1.092727 Amount at end of 3 periods 
Multiply by 1.03 


1.125509 Amount at end of 4 periods 


Since the interest rate is represented by the symbol 2, the ratio of 
increase is 1 + 7. The amount of 1 may be expressed by the symbol 
a. Then the formula for computing the amount of 1 is: 


a= (1 +7)" 
For instance, at 3% for 4 periods, 


1.034 
1.125509 


a 


Compound interest. The compound interest on an invest- 
ment is the excess of the amount over the investment. Using the 
symbol a to represent the amount to which 1 will accumulate with 
interest compounded periodically, and the symbol J to represent 
the compound interest on 1, 


f=a-1 


Thus, the compound interest on 1 for 4 periods at 3% is 
1.125509 — 1, or .125509. 

Use of the table—amount of an investment. If one wishes 
to know the amount to which $1,000 will accumulate 


In 4 years at 3% per year compounded annually, or 
In 2 years at 6% per year compounded semiannually, 
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he can look in the table on page 212 in the 3% column on the 
4-period line, where he will find that the amount of 1 at 3% for 4 
periods is 1.125509. He can then multiply $1,000 by 1.125509, to 
obtain $1,125.51. 

This is obviously a much shorter procedure than to work out 
the accumulation, period by period, thus: 


Ves tIOCM be. Wes PENN, fos See Thue a ERS OES ca a ESS $1,000.00 
Interest—first period (8% of $1,000.00)...................... 30.00 
INHOUD GRA Cen GNOMne th penlO din. aac aaa so de ukiees Ware ee $1,030.00 
Interest—second period (3% of $1,030.00)................... 30.90 
Amount*at end or second periods 2). aye anti. ene $1,060.90 
Interest—third period (8% of $1,060.90)..................... 31.83 
AMOUNT SbeEnd:OL-third period... 2.62 ctw. ee es ee $1,092.73 
Interest—fourth period (8% of $1,092:73)...0................ 32.78 
AMountat endiof fourth period. ..-2...-. 22s ae. on oe ae $1,125.51 


Use of the table-—compound interest on an investment. 
If one wishes to know the compound interest which will be earned 
on an investment of $1,000 for 4 periods at 3%, the computation 
can be made as follows: 


NTIVES CROC Ih yee ters eee ee Se ee erate ne Se ea acs A Se en gs $ 1,000 
Multiply by compound interest on 1 for 4 periods at 3% — 

GAS SODAS ANS, Bh. be SOP UY RE, NN ee . 125509 
Compound aneréeste 2.2 qe tenes excaa Eich pa tours cattued ext ae ar $125.51 


Present Value of a Sum Due in the Future. Compound Discount 


Table of present value of 1. The following table shows the 
present value of 1 ($1, £1, or other monetary unit) due at the 
end of stated numbers of periods, discounted at various interest 
rates. 


Present Value of 1 


Periods 3% 34% AG, 416% 5% 

1 .970874 .966184 .961538 .956938 .952381 
942596 .933511 .924556 .915730 .907029 
915142 .901943 .888996 .876297 .863838 
888487 .871442 .854804 .838561 .822702 
.862609 .841973 .821927 .802451 .783526 
.837484 .813501 .790315 .767896 .746215 
.813092 .785991 .759918 .734828 .710681 
.789409 .759412 .730690 .703185 .676839 


CONOR Ww bo 


A more comprehensive table appears in an appendix. 
Construction of the table. A table of present values of 1 can be 
compiled in three different ways, as illustrated on the following 


page, using the 3% rate. 
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First method. 
1.00 
Divide by 1.03 
.970874 Present value of 1 for 1 period 
Divide by 1.03 
.942596 Present value of 1 for 2 periods 
Divide by 1.03 
.915142 Present value of 1 for 3 periods 
Divide by 1.03 
.888487 Present value of 1 for 4 periods 


And so on. 
Second method. 
1.00 
Divide by 1.03 


.970874 Present value of 1 for 1 period 
Multiply sy .970874 

.942596 Present value of 1 for 2 periods 
Multiply by .970874 

.915142 Present value of 1 for 3 periods 
Multiply by .970874 

.888487 Present value of 1 for 4 periods 
And so on. 


Third method. If a table of amounts of 1 is available, a table of 


present values of 1 can be computed by applying the following 
formula, in which the present value of 1 is represented by p: 


p=l+a 
The procedure is illustrated below: 
Amount of 1 Present Value 


Periods at 3% of 1 at 3% 
1 1+ 1.03 = .970874 
2 1+ 1.0609 = . 942596 
3 1 12092727 4 = .915142 
4 1+ 1.125509 = . 888487 
And go on. 


Compound discount. The compound discount on 1 is the 
excess of 1 over the present value of 1. Using the symbol p to 
represent the present value of 1 and the symbol D to represent the 
compound discount on 1, 

D=1-~pD 

Thus, the compound discount on 1 for 4 periods at 3% is 
1 — .888487, or .111513. 

Use of the table—present value of a future sum. What 
investment, at 3% per period, will accumulate to $1,000 at the end 
of 4 periods? 


ee 
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The computation can be proved thus: 


Tnvestmentiy Gre: care, (ae SU ee a rte $ 888.49 
Interest—first period (3% of $888.49)... 0.0... cece eee e eee, 26.65 
otal -aton@rot, Brat PEM soon een i sue ane ay pM ER oe $ 915.14 
Interest—second period (8% of $915.14)..................... 27.45 
Totalatiend mfeecond petiod...,..008.....<<8seee ok eee $ 942.59 
Interest—third period (3% of $942.59)... 0.0... 00000 ccceeee 28.28 
lotalfat eadiotathirdperiod s UNee Stee, ONS tee $ 970.87 
Interest—fourth period (8% of $970.87)..........2.......... 29.13 
Motaliatendiottourth pernodyen] ee eee ae esUenee ee $1,000.00 


Use of the table—compound discount. What is the com- 
pound discount on $1,000 due 4 periods hence, if the rate is 3%? 


Butureisiimrs tyre epee bs 27.8 pst aiocrttcee al eae eee pad eevee $ 1,000 
Multiply by compound discount on 1 for 4 periods at 3% (1 — 

Sctchoy Sey gle uA us eee on Be beatles ANA Ale onal dis VAN Ennead Ae 111513 
Compound discount.) ..c2) were ee tee ee ae ee $111.51 


Ordinary Annuities 


Annuity. An annuity is a series of equal payments (called 
rents) made at equal intervals, such as a year, a half-year, a 
quarter, or a month. The interval may be of any length, but all 
intervals between rents must be equal and the rents must be equal; 
otherwise, the series of payments is not properly called an annuity. 

Ordinary annuity. Each rent of an ordinary annuity is 
payable at the end of a period. 

Amount of an ordinary annuity. The amount of an annuity 
is the sum of the rents and compound interest thereon. Since, in an 
ordinary annuity, each rent is payable at the end of a period, the 
last rent is payable at the end of the last period and no interest is 
earned thereafter. 

Assume that a man deposited $1,000 in a fund on December 31 of 
each of the years 1956, 1957, 1958, and 1959, and that interest was 
earned on the fund at the rate of 3% per year, compounded 
annually. The amount of the annuity on December 31, 1959 could 
be computed by setting up a table of accumulation, as follows: 


First rent—deposited December 31, 1956.................... $1,000.00 
Interest earned in 1957—3% of $1,000.00.................... 30.00 
Second rent—deposited December 31, 1957................... 1,000.00 
Amount of the annuity on December 31, 1957................ $2,030.00 
Interest earned in 1958—3 % of $2,080.00.................... 60.90 
Third rent—deposited December 31, 1958.................... 1,000.00 
Amount of the annuity on December 31, 1958................ $3,090.90 
Interest earned in 1959—3 % of $3,090.90.................0.. 92.73 
Fourth rent—deposited December 31, 1959................--. 1,000.00 
Amount of the annuity on December 31, 1959........+++++++ $4, 183 .63 
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Table of amount of annuity of 1. The following table shows 
amounts of ordinary annuities of 1; each amount shown is the sum 
of the rents and compound interest to the date of the last rent. 


Amount of Annuity of 1 


Rents 3% 314% 4% 444% GA 
1.000000 1.000000 1.000000 1.000000 1.000000 
2.030000 2.035000 2.040000 2.045000 2.050000 
3.090900 3.106225 3.121600 3.137025 3.152500 
4.183627 4.214943 4.246464 4.278191 4.310125 

5. 

6. 

8. 


5.309136 5.362466 5.416323 5.470710 5.525631 
6.468410 6.550152 6.632975 6.716892 6.801913 
7.662462 7.779408 7.898294 8.019152 8.142008 
8.892336 9.051687 9.214226 9.380014 9.549109 


ANoorPwnr 


A more comprehensive table appears in an appendix. 

Use of the table—ordinary annuity. The amounts shown in 
tables are amounts of ordinary annuities. 

Tables of amounts of annuities are used in two types of 
computations: 


Given the rents, to compute the amount of the annuity. 
Given the amount of the annuity, to compute the rents. 


These two types of problems are illustrated below. 

Known rents—compute the amount. A man invested $400 in a 
fund on September 30 of each of the four years, 1957 to 1960. 
What amount was accumulated on September 30, 1960 if 5% 
interest, compounded annually, was earned on the fund? 

Since no interest was earned after the date of the last deposit, 
this is an ordinary annuity. 


Rént dente yo Bee doante. ahha aie als RS. et es $ 400 
Multiply by amount of ordinary annuity of 4 rents of 1 at 5%— 

Per table SPs, Secc tucks Tea oe OPT re, ee ce ee 4.310125 
Amount of annuity of 4 rents of $400 each................... $1,724.05 


The accumulation of this annuity may be tabulated as follows: 


Table of Accumulation of Annuity (First Form) 


Septs'30; 195% Deposits vie, Ab Cee SOS. Seek Te TR 6 $ 400.00 
Sept. 30, 1958 Interest—5% of $400.00..:................... 20.00 
Depositévfctoun acti rce text mieten: ot er cee re ee 400.00 

Totalie he sceetnk ee, ee ae $ 820.00 

Sept. 30, 1959 Interest—5 % of $820.00...............2...... 41.00 
Deposits’. ves sic. Seek, ae ee AO re 400.00 

Total... 220 oS ak oe Tn BO Cae oe $1,261.00 
Sept. 30, 1960 Interest—5% of $1,261.00.................... 63 .05 
Depositinnd cect Soe Aa eae 400.00 

Totals 2859 techs sake rt ere ne keer eee $1,724.05 


The accumulation may also be tabulated in a manner shown on 
page 217. 
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Table of Accumulation of Annuity (Second Form) 


Date Deposit Interest Total 
Benit 0195 te cre, sacl. tan. nidh. Oey $ 400.00 $ 400.00 
oo) cig UG ES RR Ne a Dt ach 400.00 $ 20.00 820.00 
BOC OU OOO coe ae we wa ee hick ela Se 400.00 41.00 1,261.00 
SCOTS TUE AS Se ne a ne 400.00 63.05 1,724.05 

LIGTIEIS, Se Se ct Si ieee Ra ne oe ae $1,600.00 $124.05 


Known amount—compute the rents. What contributions must 
be made at the end of each of 8 years to produce a fund of $25,000 
by the end of the eighth year, if the fund earns 5% interest, com- 
pounded annually? 

Since no interest accumulates after the date of the last deposit, 
this is an ordinary annuity. 

IOSITEC TUN. Wace see SEV he oreo vata cn aed a $ 25,000 
Divide by amount of ordinary annuity of 8 rents of 1 at 5%—per 


table (or fund which would be created by contributions of $1) 9.549109 
Required eGntroUtlOns +e we ern |) ae has eee ee $2,618.05 


The accumulation of the fund may be shown in a table in either 
of the forms shown above. The second form is used below. 


Table of Fund Accumulation 


End of Year Contribution Interest Total Fund 
A S58 oe Rosh oes cane nant $ 2,618.05 $ 2,618.05 
PAY |G ee 3 eon ate OER ote ROC 2,618.05 $ 130.90 5,367.00 
3 AE I AS ae oe Nn eh a ne 2,618.05 268.35 8,253.40 
AR Oh Re Se eee ee 2,618.05 A412). 60 115284212 
Lite Saad ie en nt ae OE ee 2,618.05 564.21 14,466.38 
ay a chee Ce ee RS ee, er eee 2,618.05 MPR wer) MCV TAs 
CRO Nc MER Regs SOR 2,618.05 890.39 21,316.19 
SPOR AROGM |. RIL T IAD. 2,618.05 1,065.81 25,000.05 
Otalene ery da touue. roy dapat 3 $20,944.40 $4,055.65 


Slight overages or shortages frequently occur in such computa- 
tions because of the necessity of approximating interest and other 
computations to the nearest cent. 

Present value of an ordinary annuity. The present value 
of an annuity is a sum which, invested at compound interest, will 
provide for the withdrawal of a stated number of rents at equal 
intervals. The interest earned increases the balance of the invest- 
ment, and the rent withdrawals reduce it. The withdrawal of the 
last rent should exhaust the investment. 

In an ordinary annuity, each rent is withdrawn at the end of a 
period, and the present value of the annuity (the sum invested) is 
computed as of the beginning of the first period (which is one period 
prior to the date of the first withdrawal). 

An investment of $3,717.10 on January 1, 1958 at 3% com- 
pounded annually will provide for the withdrawal of $1,000 on 
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December 31 of each of the years 1958, 1959, 1960, and 1961. 
Therefore, $3,717.10 is the present value, at 3%, of an ordinary 
annuity of four rents of $1,000. This can be proved by setting up 
a table of reduction: 


1958: 
Januaryal==in ves bin eritie eerste setae eyecare aera $3,717.10 
ING Mahan ends OH SSBC ID, os ec cdcacocusscscsanossece hl owl 
Potial: ..0..24 Fg ES ES ee) Pe WP eee ts $3 , 828.61 
Deductyrent—December Slee ae eee re eee 1,000.00 
Balance, December 3h. b..c5.7..4 5 ee are a eee cee Se $2 , 828.61 
1959: 
PNG olneure vec — IG OU omncPAe Ul og cnt adadeacucdaecueuswed Se 84.86 
"POtalistt 20Me Bide Seb SOS Aor d See SRD Bea toe ae ee $2,913.47 
Deduct rent—December'3ils a... see ae eee eee 1,000.00 
Balance December BIRR stu ae Se ae ec eee ee $1,913.47 
1960: 
Add anterest= 8:96. Ol i OS ea (ee ee eee ene gene 57.40 
STR Gea Used ess con eee eos ae OE Ses ERE Re De ae $1,970.87 | 
Weductrrent——Wecembernto leew anne eae ee cree acer 1,000.00 | 
Balance sDecemberis bee Sis Ae ASE Saree . fae as eees $ 970.87 | 
1961: | 
Addanterest-—3, 94 Ol SOVOlS am nae eae oe eae: eee 29.13 
TOtalt. sige alt de tte th cee oe pee ae eae ane ae $1,000.00 
Deductzrent——December3le wae eh eee eee oer 1,000.00 


shows present values of ordinary annuities of 1: 


| 
| 
— | 
Table of present value of annuity of 1. The following table | 
| 

Present Value of Annuity of 1 


Rents 3% 346% — AN 41g % 5% 
1 .970874 .966184 .961538 .956938 .952381 


2 1.913470 1.899694 1.886095 1.872668 1.859410 
3 2.828611 2.801637 2.775091 2.748964 2.723248 
4 3.717098 3.673079 3.629895 3.587526 3.545951 
5 4.579707 4.515052 4.451822 4.389977 4.329477 
6 5.417191 5.328553 5.242137 5.157872 5.075692 
7 6.230283 6.114544 6.002055 5.892701 5.786373 
8 7.019692 6.873956 6.732745 6.595886 6.463213 


A more comprehensive table appears in an appendix. 
Use of the table—ordinary annuity. Tables of present 
values of annuities are used in two types of computations: 


Given the rents, to compute the present value of the annuity. 
Given the present value of the annuity, to compute the rents. 


These two types of problems are illustrated below. 

Known rents—compute the present value. What sum must be 
invested on January 1, 1958, at 5% interest compounded annually, 
to provide for 4 withdrawals of $100, one each on December 31, 
1958, 1959, 1960, and 1961? 
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One period’s interest is earned between the date of the invest- 
ment and the date of the first rent; therefore, this is an ordinary 
annuity. 


Rent. OS'S DEA OTN Pa RN eee nr MEN re hare te mc an Salen adie $ 100 
Multiply by present value of ordinary annuity of 4 rents of 1 at 

Dre DET talon ak eek. cctrep sey hymen Re ENR ee ee a 3.545951 
Present value of annuity of 4 rents of $100................... $ 354.60 


Two methods of tabulating the reduction of an ordinary annuity 
are illustrated below: 


Table of Reduction of Annuity (First Form) 


ares ee LOD Rul MVest nen oucce ae bss bices Ook oe pues oheee Ei oko $354.60 
Weewsl, 1958 Interest—5% of $354.60 -........ 4:seaednceee. Wo 0 
EL OGALERAE A. eee ec eee eRe eee ne es $372.33 

Rent withdrawn iis .< YAS .. Wee. eee 100.00 

BSlanter mre e tats OLE. a eee). Ae $272 .33 

Dec esl, 1959 shuterest—5,9 Of. $2 7.2-50% burs aso aonicca ae ee oe 13.62 
ocala ere Aime were e 6 eh eS ae Ce ee $285 .95 

ReMi RWIUO CEE Wiss heen eo Corte meres ees 100.00 

Balance sere ee ee noe ee ee $185.95 

Weeolen OOUMInterest—— 0% OL pLSO-90 es yore ee eee 9.30 
OCA eer eee eee os ty hE Rae Me men oe oe $195.25 

Ren tewitnarawil ews Sac eee ae cmeeret ear een ee 100.00 

SAAT COR eee aetna oe aap ae ao ee a ee aoe $ 95.25 

Deceysl> L9G hinterest——5.94, Of SOD QS. oe nee wie Gene wn ae 4.76 
Le ell Cee eo ete ee Mech acl ae ee $100.01 

Rent withdrawn , cee ckle ott eck se ae 100.01 


The discrepancy of one cent is caused by repeated approxima- 
tions in which five mills or more are called one cent. 


Table of Reduction of Annuity (Second Form) 


Interest Rent Balance of 
Date Added Withdrawn Investment 
AED in TEATS afer cae eter is ae $354.60 
DEC ODSE okt eee Cones Ams Lena Sha, $17.73 $100.00 272.33 
Waco lm OS ON vette eat eyecare 13562 100.00 185.95 
Weer el SOO wa ates, cree hes unig Be 9.30 100.00 95.25 
st eG coed x ele erect: 4.76 100.01 
“GEG GEE FS ees Rr, IR fe me $45.41 $400. O1 


Known present value—compute the rents. The present value, 
at 5%, of five rents of unknown amount, the first of which is pay- 
able one period hence, is $5,000. Determine the rents. 

The present value table on page 218 shows that 4.329477 is the 
present value, at 5%, of an ordinary annuity of five rents of 1; in 
other words, $1 rents will be produced by a present value of 
$4.329477. Then, 


$5,000 + 4.329477 = $1,154.87, the rents produced by a present value of $5,000. 
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Problems of this nature arise in cases similar to the following. 


(1) A man invests $5,000 in a fund that earns 5% interest, 
compounded annually. He desires to withdraw five 
equal annual sums, beginning one year after he makes 
the deposit. What annual sums can be withdrawn? The 
foregoing solution indicates that $1,154.87 can be with- 
drawn at the end of each of the five years. 

(2) A man owes a debt of $5,000, bearing 5% interest payable 
annually. He desires to pay the debt and interest in 
five equal annual installments, beginning one year hence. 
What equal annual installments will pay the debt and 
interest? The principal of the debt is the present value 
of an ordinary annuity; the annual payments are the 
rents. Therefore, the equal annual installments that will 
pay the principal and interest are $1,154.87, computed 
as above. Assuming that this debt was incurred on 
January 1, 1958, its reduction may be tabulated as follows: 


Reduction of Indebtedness by Equal Installments 
in Payment of Principal and Interest 


PAYMENT Unpaid 
Date Total Interest Principal Principal 
Janae: 1908 o.oo. sours ac $5 , 000.00 
Deowal al 958 samecmes cee ne $1,154.87 $250.00 $ 904.87 4,095.13 
WDWECr SL O50 ere ee eee oA See ZO G 950.11 3,145.02 
Decr 31) L960. a mseeyy: sped Rete: 1,154.87 157.25 997.62 2,147.40 
Deco lao Gis. oe ae oe eee 1,154.87 107.37 1,047.50 1,099.90 
Dec31 51962505 eer eee 1,154.87 55.00 1,099.87 .03 
Dotals.. 2 cca eens + $5,774.35 $774.38 $4,999.97 


Annuities Due 


Annuity due. Each rent of an annuity due is payable at the 
beginning of a period. 

Amount of an annuity due. The difference between the 
amount of an ordinary annuity and an annuity due, of the same 
number of rents, is shown by the tabulation on page 221. Each 
annuity consists of four annual rents, with interest at 5%. 

Use of the table. The table of amounts of ordinary annuities 
on page 216 can be used for the computation of amounts of 
annuities due. Refer to the tabulation on page 221 and observe: 


Amount of an ordinary annuity of 4 rents of $1,000—(Amount 


accumulated ‘at the end of LOGI) Ite. fees tee. Je eres nee $4,310.13 
Amount of an annuity due of 3 rents of $1,000—(Amount accu- 
mulated at the end ois 960) cemerier vain crite ee eee 3,310.13 


Difference! .: ey 8 ek Ba ores, ee, Re en ee $1,000.00 


——ee 
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Ordinary Annuity 
Annuity Due 


1958: 
Rent deposited, beginning of year............... $1,000.00 
Intenest—-5 % of $1,000.00... 6 oc sfeyercaed cua Puts any Face 50.00 
Rent deposited, end of year.................... $1,000.00 
foe Mon Ont) OM VCORE cae sc ht ee ee $1,000.00 $1,050.00 
Rent deposited, beginning of year............... 1,000.00 
ARIES TOS 2 oes es oe re Se om Ste amen! er a $2,050.00 
Interest: 
De OLOteeeOUU Oe seme tt eee ee 50.00 
DLO $2,050 O0Ean- tes BOP Rey te 102.50 
Rent deposited, end of year...............<<... 1,000.00 
AEN OUTED Gi Oley CA Lnttrs eta ti a cis crates eee aera $2,050.00 $2,152.50 
1960: 
Rent deposited, beginning of year............... 1,000.00 
otal secre a Be OAT ORIG a ae ene $3 , 152.50 
Interest: 
Oe GrOLe 2, VOU OU mr ee ee teh. heh. tan sbcanchoesecnitete 102.50 
TOL $3, LOD DO bierrcporsc tare Ae 157.63 
Rent deposited, end of year.................... 1,000.00 
FATMOUNIGY CNG OMVERr tem ofs tame ec .de Slee. «ae $3,152.50 $3,310.13 
1961: 
Rent deposited, beginning of year..............- 1,000.00 
BRopri sce ee t sche om Sepa ee mre Tee here Ree $4,310.13 
Interest: 
OMNES SAI Dasa) Vie Aeiclen dat a eee tcl a al 157.63 
6ocjol $4 sits oes asl h al), etioual. 215.50 
Rent cepositeg.,end Olivear. . 0. fen besser er - 1,000.00 
Amounts end. Of yealhwra oct cato ae. tees os: .. $4,310.13 $4,525.63 


The difference shown on page 220 is one rent. Therefore, if a 
computation requires the use of the amount of an annuity due of 
3 rents, we can use the amount of an ordinary annuity of 4 rents, 
shown by the table, and subtract one rent. Stated in general terms: 


To determine, from the table, the amount of an annuity due of n 
rents of $1, find the amount of an ordinary annuity of n + 1 
rents, and subtract $1. 


For example, what is the amount of an annuity due of 3 rents of 
ab 0%! 


Amount of ordinary annuity of 4 rents—per table.............. 4.310125 
Deduct .<to eeee rae e  E, L R cn, U et 1.000000 
Amiountromannuity due Olo TeWts 1. ceeeer sates clo « eracctsiis rays 3.310125 


The two types of problems illustrated in the discussion of ordi- 
nary annuities are illustrated below, using amounts of annuities 
due. 

Known rents—compute the amount. To provide for his son’s 
education, a man deposited $500 in a fund on the day the son was 
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born and on each birthday thereafter to and including the six- 
teenth. If the fund earned 4% interest compounded annually, what 
amount was accumulated on the son’s seventeenth birthday? 

The last deposit was made on the son’s sixteenth birthday; the 
fund earned interest for one year after the date of the last deposit; 
therefore, this is an annuity due. (Or the reasoning could be: the 
last deposit was made at the beginning of the last period; therefore, 
each deposit was made at the beginning of a period; therefore, this 
is an annuity due.) One deposit was made on the day of birth, and 
one on each of 16 anniversaries thereof: a total of 17 rents. 

The computation of the amount of the annuity is shown below. 

i B= 0 Fe aan ee aie arte aL ne Hite 2 mG ia es emt ole, Mel ENON, Dicer $ 500.00 


Multiply by amount of annuity due of 1: 
Amount of ordinary annuity of 18 rents of 


1 at 4%—per table in appendix.......... 25.64541288 

DEQUCER meee Fe ete ee Ee eee 1.00000000 
Amount of annuity due of 17 rentsece. ase ae eee 24 64541288 
Amount:aceumulated sss. 2-0) -to8 os eee ee $ 12,322.71 


Known amount—compute the rents. To provide for his old age, 
a man desires to accumulate a fund which will amount to $100,000 
on his 60th birthday. He wishes to accumulate this fund by equal 
deposits on his birthdays—from the 35th to the 59th, both inclu- 
sive, or a total of 25 deposits. On the assumption that the fund 
will earn 3% interest, compounded annually, what annual deposit 
should he make? 

The last deposit is to be made on the 59th birthday; interest is 
to be earned until the 60th birthday; hence, this is an annuity due. 


Amount of ordinary annuity of 26 rents of 1 at 3%—per table 38.55304225 


Dede 6 crsgae ca atsas Vee dacs xa eee Roce ke Cee eee 1.00000000 
Amount of annuity duelof, 2oirentseetme sees ieee 37 .55304225 


Then, $100,000 + 37.55304225 = $2,662.90 annual deposit. 


Present value of an annuity due. A table of present values 
of ordinary annuities (see page 218) can be used in making com- 
putations involving present values of annuities due. The present 
value, at 5%, of an annuity due of 8 rents consists of : 


1 rent due immediately, the present value of which is........... 1.000000 
The present value of 7 future rents, or the present value of an 

ordinary annuity of 7 rents, shown by the table to be........ 5.786373 
Present value of an annuity due of 8 rents.................... 6.786373 


To determine, from the table, the present value of an annuity 
due of n rents of $1, find the present value of an ordinary 
annuity of n — 1 rents, and add $1. 


Known rents—compute the present value. A, the owner of cer- 
tain real estate, agrees to lease it to B for five years, beginning 


» 
Bs 
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January 1, 1958, at an annual rental of $1,000, payable J anuary | 
of each year. B accepts the offer and asks A if he is willing to 
accept (instead of five annual rents) an immediate lump sum equal 
to the present value of the five rents, discounted at 5%. What is 
the present value of the five rents? Since each rent is payable at the 
beginning of a period, this is an annuity due, of 5 rents. The 
present value is computed as follows: 


ATID US ISTEINES? Shy.05 Ane eee a Re UM FO $1,000.00 
Multiply by present value of annuity due of 5 rents of 1: 
First rent—not subject to discount............... 1.000000 
Present value, at 5%, of an ordinary annuity of 
4 future rents—per table-s...0....; se oak 3.545951 
Present value of an annuity due of 5 rents of1............. 4.545951 
Present value of annuity due of 5 rents of $1,000............. $4,545.95 
Table of Reduction of Annuity (First Form) 
Jans lL LObSei otal presenteyaluer et 28 on ey ie nce ene $4,545.95 
Bs tare nl Gemeiceettec aces nor: oe, ht ae tree we Ne 1,000.00 
Balancer aspen tevaig a. shan Se eccc pe ee ee $3 , 545.95 
Jan. 1, 1959. Interest—5 % of $3;545.955 2S. o... e e Nie30 
PUNO G dg epers Mie deers hee suse, RoR $3), 723.25 
Second rent. 4s Sessile, APPT ee Ae Ee 1,000.00 
Balanceseat Pas ees AR SA PEE ee $2 , 723 .25 
Jann ln GOOp Interest —— 5.7410 Sa WeoeeOnask wa, As. whaks Eton AG: 136.16 
RODALS ae. .. oe een ete: AU NERC ee ee) ae $2,859.41 
BICC TD tas: faatcnsatnee NES eich soe ices iho ae 1,000.00 
Balaneenhcaccs oe Ae oie re dagen, sonar eas Bier $1,859.41 
Jan. 1, 1961 Interest—5% of $1,859.41........ 06.00. .50ceuee 92.97 
MNO tA For Se cok ete eaters Te Eo es See $1, 952.38 
a ovviadal bust een Cee ee nT Al SMP ONS Geocenae meters att 1,000.00 
Balancet tang «eet sh 28F. A cep e® De toed: $ 952.38 
Jan. 1, 1962 Interest—5 % of $952.38. 2... .. 5. . cece ee cena 47.62 
ERG Geena. A rae IS Ae re IMs warcis @aercuae kpc $1,000.00 
Ovni do fc104 ee eee oh oat kN Go etn eee eee 1,000.00 


The reduction of the annuity may also be tabulated as follows: 
Table of Reduction of Annuity (Second Form) 


Date Interest Rent Balance 
ante le ODS aetna gate mans ety sag $4,545.95 
RATE al pl ODS mpeer eased che ate bene ies aliens $1,000.00 3,545.95 
SEATS Ti AS) Senta ct eck Ge ee ee $177.30 1,000.00 2,723.25 
aT eel OOO Serene eee xe ts AG Tg 136.16 1,000.00 1,859.41 
aT hey LOG Mevd.csjore a -coketere eek se oe chs ote lomatessics 92.97 1,000.00 952.38 
Ramet tl O62 terrace ate ay aotearoa 47.62 1,000.00 

Totalsie etree. Moeceieh Gath te Seuss Miakrees $454.05 $5, 000 00 


Known present value—compute the rents. On January 1, 1958, 
B offers to buy A’s summer home for $5,000, payable in 5 equal 
installments, which are to include 5% interest on the unpaid 
balance and a portion of the principal, the first of such payments 


to be made immediately. How much will each payment be? 
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The $5,000 principal sum is the present value of an annuity 
due of 5 unknown rents. 


Present value of an ordinary annuity of 4 rents of 1—per table.. 3.545951 


PXGhs eRe atone te Rt bale yee dies C8 Be del ining sind o ahaa 1.000000 
Present value of an annuity due of 5 rents of 1................ 4.545951 


Then $5,000 + 4.545951 = $1,099.88, the annual payment. 


Reduction of Indebtedness by Equal Installments 
in Payment of Principal and Interest 


PAYMENT Unpaid 
Date Total Interest Principal Principal 
Af iaeetl lead AS bitches occ tons Gea 8 eee ee $5,000.00 
Jan le L958 nestor hee yeas $1,099.88 $1,099.88 3,900.12 
Vatiee TOGO Mi eta ant ree 1,099.88 $195.01 904.87 2,995.25 
Jans LOGOI ehh a RS 1,099.88 149.76 950.12 2,045.13 
Jan ed LOG 1: Saar. Bees 1,099.88 102.26 997.62 1,047.51 
Jan V1 1962-8e. See eee 1,099.88 52.38 1,047.50 01 
PDO CALS Socats soem cee $5,499.40 $499.41 $4,999.99 


Deferred Annuities 


Present value of a deferred annuity. A deferred annuity is 
one that does not begin to produce rents until after the expiration 
of a number of periods. For instance, ‘‘an annuity of five annual 
rents deferred three years”? means that no rents will be paid during 
the first three years, and that the first of the five rents will be 
payable at the end of the fourth year. 

Known rents—compute the present value. On January 1, 1958, 
Brown purchases an annuity of five rents of $1,000 each, the first 
rent to be payable January 1, 1962. Although Brown does not 
receive his first rent until the expiration of four periods, it should 
be remembered that the first rent of an ordinary annuity is not 
payable until the expiration of one period; therefore, this annuity 
is deferred only three periods. What is the present value of the 
five rents, deferred three periods, interest computed at the rate of 
4% per annum? 

If rents were to be payable at the end of each of the first 3 years 
as well as at the end of each of the last 5 years, the annuity would 
be an ordinary annuity of 8 rents. The present value of an ordi- 


nary annuity of 8 rents of 1, on a 4% basis (see table, page 218), 


DS Sse mele Sears tga ae ti) eter gts to SW Pee er Sn, ME Gr mes eR Rei orate 6.732745 
As Brown does not acquire the right to receive rents at the end of 
each of the first 3 periods, he should not pay for these 3 rents. 
Therefore, we shall deduct the present value of an ordinary 


annuitysof Gents (Gee, table) sae. eee aa eentennn en nee 2.775091 
The remainder is the present value of the 5 rents, which are de- 
ferredis peridsys wi med \ aOR eet Cee Ie cal ae ae ee 3.957654 


Then $1,000 (annual rents) X 3.957654 = $3,957.65, present 
value of 5 rents of $1,000 deferred 3 periods. 


i a » won 
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Representing the number of rents by n and the number of 
deferred periods by m, the method of computing the present. value 
of a deferred annuity (as illustrated above) may be stated as 
follows: 


n=5 

m=3 
Present value of an ordinary annuity of 8 (m +n) rents........ 6.732745 
Deduct present value of an ordinary annuity of 3 (m) rents..... 2.775091 
Present value of 5 (mn) rents deferred 3 (m) periods............. 3.957654 


The reduction of this deferred annuity may be tabulated as 
follows: 
Table of Reduction of Deferred Annuity 


Date Interest Rent Balance 
gb LOD Ss peeves eh: oy celata ck gre Ke Lee $3 , 957 .65 
oUF ool Mod C130 AAs she cra we ae ae een nN $ 158.31 4,115.96 
{Fev ave Iho MOTO De Say So i ee aie Ba acrid 164.64 4,280.60 
A Pa OG lenge re ere tne rrrney Aer cee FA Pe 4,451.82 
ARM RLOOD ee te atte ee Ta og 178.07 $1,000.00 3,629.89 
Tae OURS Bae eee a haiti et te 145.20 1,000.00 2,775.09 
Rave a GAP ae Boe og ee tp ee oes, te 111.00 1,000.00 1,886.09 
ait Ue OGH LIM. Piet. ASE, PRa teehee 75.44 1,000.00 961.53 
armel a OOO sa ewer yt lee Wad isotopes 38.47 1,000.00 

FEO Collate Mak. Be Tees oe 2e.,.3 ous Soe $1,042.35 $5,000.00 


The present value of a deferred annuity can also be computed 
as follows: Multiply the present value of an ordinary annuity of n 
rents by the present value of 1 due in m periods; thus: 


Present value of ordinary annuity of 5 rents of 1 at 4% (per table, 


WAGOLZ LS). 3 0 beet ace wet icclt cmteer el eh tes ete ete. 4.451822 
Multiply by present value, at 4%, of 1 due at the end of 3 periods 

(MDeMmtables PAGELDLS).. gun see Maa aats MaMa AE AdSense eek. . 888996 
Present value of 5 rents of 1, deferred 3 periods................ 3.957654 


Known present valuwe—compute the rents. On January 1, 1958, 
A invests $50,000 in an annuity at 4% compounded annually. 
The first rent of the annuity is payable to him on January 1, 1962, 
or 4 years after the annuity is purchased. A is buying an annuity 
of 5 rents deferred 3 periods. The present value at 4% of an 
annuity of 5 rents of 1 deferred 3 periods was computed above; it is 
3.957654. Then the annual rents which A will receive are: 


$50,000 + 3.957654 = $12,633.75 


Working With Limited Tables 


Amount of 1. The table in the appendix shows amounts of 1 
for each period from 1 to 50. Suppose we must know the amount 
of 1 at 3% for 55 periods, or 1.03°°. 
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A power of a number can be computed by multiplying together 
two or more other powers of that number, the sum of whose expo- 
nents is equal to the exponent of the power desired. Thus, by 
using amounts shown by the table, we can compute 1.03” as 


follows: 
1.0359 = 4.38390602 
Multiply by 1.035 = 1.15927407 


Equals 1.0355 = 5.08214857 


Present value of 1. The table in the appendix shows present 
values of 1 for each period from 1 to 50. Suppose we must know 
the present value of 1 at 3% for 55 periods. A procedure similar to 
the one described above may be used. 


Present value of 1 at 3% for 50 periods...................... . 22810708 
Multiply by present value of 1 at 3% for 5 periods............ .86260878 
iPresentavalue ore ll atid fOr oo mpeL1OCS eer 4. eerie teas .19676717 


Annuities. When working with limited tables, the following 
methods may be used: 


Amount of an annwity. If the amount of an annuity for the 
required n periods is not shown by the table, it can be com- 
puted by applying the formula A = J + 7, in which A is the 
amount of an annuity of 1 for the desired number of periods, 
I is the compound interest, and 7 is the rate per period. 

If a table of Amounts of 1 is available, showing the amount 
for the desired number of periods, J can be computed by 
the formula J = a — 1. 

If a table of Amounts of 1 is available but it does not extend 
to the desired number of periods, the amount of 1 for n 
periods may be computed by the procedure described 
above under the caption ‘‘ Amount of 1.”’ 

If no table of Amounts of 1 is available, the amount of 1 for 
the required number of periods can be computed by 
repeated multiplications as shown on page 212, shortening 
the work by application of procedures shown above. 

Present value of an annuity. If the present value of an annuity 
for the required n periods is not shown by the table, it can be 
computed by applying the formula P = D + 7, in which P is 
the present value of an annuity of 1 for the desired number of 
periods, D is the compound discount, and 7 is the rate. 

If a table of Present Values of 1 is available, showing the 
present value for the desired number of periods, D can be 
computed by the formula D = 1 — p. 

If a table of Present Values of 1 is available but it does not 
extend to the desired number of periods, the present value 
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of 1 for n periods may be computed by the procedure 
described on page 226 under the caption ‘Present value 
ols 

Jf no table of Present Values of 1 is available, the present 
value of 1 for the required number of periods may be 
computed by either of the methods described on page 214. 
A short cut is available. For instance, if the present value 
of 1 for 16 periods is desired, 

Compute the present value of 1 for 1 period by either 
of the first two methods described on page 214. 
This value can be represented by the symbol v!. Then, 

uxXvw= 
v? X v2? = v4 
vt x v4 = y8 

v8 X v8 = v16, the present value for 16 periods. 


Symbols 


Many different symbols are used to express amounts and present 
values of 1 or of annuities of 1. The four symbols used in this book 
for these values are shown below; the illustrative values are based 
on eight periods and a 5% rate. 

1.47745544 
.67683936 


= 9.54910888 
P = 6.46321276 


a 
Pp 
A 


The use of any other symbols need not be confusing. For ex- 
ample, if a problem states that 


v6 at 5% = .7462 


it is obvious that the value given is a present value, since it is less 
than 1; clearly, it is the present value of 1 at 5% due six periods 
hence. 

Or if the problem states that, at 4%, s7 = 1.31593178, it is 
apparent that the value given is an amount, since it is more than 
1; clearly, it cannot be the amount of an annuity of seven rents of 
1, since that amount would exceed seven. It is the amount of 1 
for seven periods. 

If a problem states that sy (read as “s lower index 8”) at 3% 1s 
8.89233605, the value (being in excess of eight) is obviously the 
amount of an annuity of eight rents of 1. 

Or if the problem states that, at 419%, ag 1s 5.15787248, the 
- value (being somewhat less than six) is apparently the present 
value of an annuity of six rents of 1. 
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SECTION 2 


Complications in Problems 


Ch. 12 


Problems in compound interest and annuities sometimes require 
careful analysis to determine what tables and procedures to use. 
Some illustrations of complicating conditions are presented below: 

Case 1. To what amount will an investment of $1,000 accumu- 
late in 20 years if it earns 5%, compounded annually, for 8 years, 


4% for the next 7 years, and 3% for the last 5 years? 


AMOUNOL deatio.7o Or OuperiOGs.s.e ae rae ere ieee ee 1.47745544 
Multiply by amount of 1 at 4% for 7 periods................ 1.31593178 
Amountsof I atiend ofl So pertodSzmmer aoe eee ee ae 1.94423057 
Multiply by amount of 1 at 3% for 5 periods................ 1.15927407 
Amount of 1! atlendiofi20\peniodse tnes0: 224.05" =. sas fee 2. 20509009 
AmouUunbvOlsd 1 OOO sc ras,.c4 tris Cer ere aI Se oe ee ee $2, 253 .90 


Case 2. Compute the amount of an annuity of 15 rents of 1 if 


interest rates are: 


Between dates of Ist and 5th rents—5% 
Between dates of 5th and 10th rents—4% 
Between dates of 10th and 15th rents—3 % 


Amount of an ordinary annuity of 5 rents of 1 at5%..... 5.52563125 
Multiply by amount of 1 at 4% for 5 periods............. 1.21665290 
Amount of first 5 rents at end of 10th year............... 6.72277528 
Add amount of an ordinary annuity of 5 rents of lat 4%.. 5.41632256 
Amount of first 10 rents at end of 10th year.............. 12. 13909784 
Multiply by amount of 1 at 3% for 5 periods............. 1. 15927407 
Amount of first 10 rents at end of 15th year.............. 1407254136 
Add amount of an ordinary annuity of 5 rents of 1 at a - 5.30913581 
Amount of annuity of 1 at end of 15 years............... 19 .38167717 


Case 3. What is the present value, on January 1, 1959, of an 
annuity of 15 rents of 1, payable on December 31 of the years 


1959 to 1973, inclusive, if interest rates are as stated below? 


1959-1963.......0: 5% 

1964-1968......... 4 

1969-1973. ........ 3 
Present value, on January 1, 1969, of last 5 rents—present 

value of ordinary annuity of 5 rents of 1 at 3%........... 4.57970719 

Multiply by present value of 1 at 4% for 5 periods.......... .82192711 
Present value, on January 1, 1964, of last 5 rents........... 3.76418550 
Add present value of ordinary annuity of 5 rents of lat 4%.. 4.45182233 
Present value, on January 1, 1964, of last 10 rents.......... 8.21600783 
Multiply by present value of 1 at 5% for 5 periods.......... . 78352617 
Present value, on January 1, 1959, of last 10 rents.......... 6 .43745715 


Add present value of ordinary annuity of 5 rents of lat 5%.. 4.32947667 
Present value, on January 1, 1959, of the 15 rents........... 10.76693382 
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Case 4. A man makes a series of unequal payments into a fund, 
which earns interest at increasing rates, compounded annually, all 
as indicated below: 


Deposits Interest Rates 
December 31, 1959-1963..... $1,000 1959-1963 3% 
December 31, 1964-1968. .... 1,200 1964-1968 4 
December 31, 1969-1973..... 1,500 1969-1973 5 
What amount will be in the fund on December 31, 1973? 
First Second Third 
_ Series Series Series 


Years 1959-1963: 
Amount of ordinary annuity of 
TONS Obet attain een eo re 5.30913581 
Years 1964-1968: 
Multiply by amount of 1 at 4% for 
SPCLIOGS ors cies ele na eee, 1.21665290 
Amount of ordinary annuity of 5 
rents of bati4 ati s. Ge wee 5 .41632256 
Amounts, December 31, 1968, per 
aollar of deporiti.c tse. Me 6.45937548 5.41632256 
Years 1969-1973: 
Multiply by amount of 1 at 5% for 


DEDONIOGS =.) 86 atc BE Bets 1.27628156 1.27628156 
Amount of ordinary annuity of 5 
MENUSVOPML Ab) 00p.2 5 Sas ae Sane ey ws 5 .52563125 
Amounts, December 31, 1973, per 
dollar ofc DOslb. [woes ae nee 8.24398181 6.91275261 5.52563125 
WG DOSILS SC eC ee meee eee es $1,000.00 $1,200.00 $1,500.00 
Amounts, December 31, 1973........ $8,243.98 $8,295.30 $8,288.45 
Summary: 
BirstiSerteg cs oo eee $ 8,243.98 
Second series.......... 8,295.30 
4 Minis es cia eee Oem 8,288.45 
Total............. $24,827.73 


Case 5. A wants to create a fund, on a 3% basis, which will 
enable him to withdraw $2,500 per year on June 30, 1980 and each 
year thereafter to and including June 30, 2000. To provide this 
fund, he intends to make equal contributions on June 30th of each 
of the years 1960 to 1979. What contributions must he make? 

The amount which will be in the fund on June 30, 1979 is the 
amount of an ordinary annuity of 20 rents (contributions) at 3%. 
If we knew this amount, we could divide it by the amount of an 
ordinary annuity of 20 rents of 1 at 3% to determine the contribu- 
tions. The problem does not state the amount, but we can deter- 
mine it because we know that it must be the present value of an 
ordinary annuity of the 21 annual rents to be withdrawn, starting 
June 30, 1980. Therefore, the problem can be solved by the pro- 
cedure shown on the following page. 
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Rents;to .be with ra willy esciedaee Gel ee ieee eee $ 2,500 
Multiply by present value of an ordinary annuity of 21 rents 

Co) eel? a 16a a acne Aarne lee Mita yan ocemereiemcr ocho sd ao xcs wie 15.41502414 
Present value of annuity of 21 rents of $2,500, or amount to 

bein-the fund on June 30 PaO 7 be nee nen nee ee $38 , 537.56 
Divide by amount of an ordinary annuity of 20 rents of lat 3% 26.87037449 
Annual .contributions:n552 eoatee. Rn Eee ee ee eee $ 1,484.20 


Case 6. Assume the same facts as before except that only 15 
contributions are to be made (the last on June 30, 1974); 21 with- 
drawals are to be made, as before, starting on June 30, 1980. 

Because of the waiting period, the amount in the fund on June 
30, 1974 is the present value of an annuity of 21 rents deferred 5 
periods. (Although there are 6 years between June 30, 1974 and 
June 30, 1980, there is one period of waiting in an ordinary an- 
nuity.) Then the solution proceeds as follows: 


Present value of an ordinary annuity of 26 rents of 1 at 3%... 17.87684242 
Deduct present value of an ordinary annuity of 5 rents of 1 at 


5 Rh ee ML a Kaithi odes nd aay yo gIRtet Se BO 4.57970719 
Present value of an annuity of 21 rents of 1 deferred 5 periods 13 .29713523 
Multiply by rent to be withdrawm. .......2........-----08 $ 2,500 
Amount which should be in the fund on June 30, 1974....... $33,242.84 
Divide by amount of an ordinary annuity of 15 rents of 1.... 18.59891389 
Annualrcontributions: «...eeice eee eee $7 15.787-40 


Case 7. A bond issue of $500,000, dated January 1, 1960, is to 
be paid in 5 equal annual installments, beginning December 31, 
1971. To provide for these payments, the issuing company will 
create a fund by making 15 annual contributions of equal amount 
on December 31, 1961 to 1975, inclusive. The fund will be on a 
4% basis. What annual contribution should be made? 

To determine the contributions, we must divide some actual, or 
theoretical, accumulated fund amount by the amount of an annuity 
of 1 at 4% for the number of periods from December 31, 1960 to the 
date as of which the actual or theoretical fund amount would be 
accumulated. 

The amount that will be in the fund on December 31, 1971 
cannot be computed until the unknown contributions are deter- 
mined; and the amount in the fund on December 31, 1975 will 
be zero. 

However, we do know that, if the equal installments of $100,000 
to be withdrawn on December 31 of the years 1971 to 1975 were 
immediately reinvested at 4%, they would amount, on December 
31, 1975 to $100,000 X 5.41632256 (amount of ordinary annuity 
of 5 rents of 1 at 4%) or $541,632.26. 

Then $541,632.26 is the amount to which the sinking fund 
would accumulate on December 31, 1975 if no withdrawals were 
made from it, 


ss *, 
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And $541,632.26 + 20.02358764 (amount of ordinary annuity 
of 15 rents of 1 at 4%) = $27,049.71, the annual contribution. 

Case 8. A man invests $1,000 in a fund on December 31 of each 
of the years 1960 to 1969, inclusive. The fund earns 5% per year, 
compounded semiannually. How much will be in the fund on 
December 31, 1969? 

The effective interest rate per year (the period between deposits) 
is 1.025? — 1, or 1.050625 — 1, or 5.0625%. We have no table at 
this rate. But we can compute the amount of an annuity of 10 
rents of 1 at 5.0625% by applying the formula A = J + 7. 

The amount of 1 for 10 periods at 5.0625% per period is the 
same as the amount of 1 for 20 periods at 214% per period. This 
is shown by the 244% table to be 1.63861644. Then 


A = 63861644 + .050625 = 12.61464572, 


and the accumulated amount in the fund is 
$1,000 X 12.61464572 = $12,614.65 


CH Asbo Eohweet iol Rel babar 


Compound Interest and 
Annuities— Accounting 


Applications 


Depreciation 


In the discussion of depreciation in Chapter 17 of Principles of 
Accounting—I ntermediate, the following symbols were used: 
C = Cost 
S = Scrap or residual value 
n = Estimated life periods 
D = Depreciation per period 
The illustrations in that chapter were based on an asset cost of 
$6,000, an estimated residual value of $400, and an estimated life 
of eight years. Using these assumed facts, we shall now consider 
two depreciation methods which involve compound interest. 
Annuity method. This method applies the theory that inter- 
est on investment should be included in the cost of production. 
The charge to operations by this method is therefore offset by two 
credits: one to an interest earned account (computed at an arbi- 
trary rate on the cost of the asset minus the depreciation already 
accumulated), and one to the Accumulated Depreciation account. 
The interest credit is based on the carrying value of the asset, or 
cost minus the accumulated depreciation, since the carrying value 
is considered to be the present unrecovered investment in the asset. 
As the book value of the asset is continually being reduced, the 
interest credit decreases each period, and hence the credit to the 
Accumulated Depreciation account increases. 
232 
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The total charge to operations for interest and depreciation is 
the same for each period of the life of the asset. This equal periodi- 
cal charge is computed by the following formula: 


iC (8x: p) 


a i 


In the application of this method, an arbitrary interest rate 
must be adopted. Using 5%, we have: 


p (the present value of 1 due 8 periods hence at 5%) = .67683936 
P (the present value of an annuity of 8 rents of 1 at 5%) = 6.46321276 
iin $6,000 — ($400 X .67683936) 

i; 6.46321276 
_ $6,000 — $270.74 
if 6.46321276 
= $5,729.26 + 6.46321276 
= $886.44 
Depreciation Table—Annuity Method 
Credit 
Interest 
(5% of Credit Total 
Debit Carrying Accumulated Accumulated Carrying 
Year Depreciation Value) Depreciation Depreciation Value 
$6 , 000.00 
1 $ 886.44 $ 300.00 $ 586.44 $ 586.44 5,413.56 
2 886 . 44 270.68 615.76 1,202.20 4,797.80 
3 886.44 239.89 646.55 1,848.75, 4 4, 15125 
4 886.44 207 .56 678.88 QRO2(203 | BAT eC 
5 886 .44 173 .62 712.82 3,240.45 25759.55 
6 886.44 137.98 748 .46 3,988.91 2,011.09 
7 886 . 44 100.55 785 .89 4,774.80 1,225.20 
8 886.44 61.26 825.18 5,599.98 400 .02 


$7,091.52 $1,491.54 $5,599.98 


Two objections may be raised to the annuity method. First, 
it results in the inclusion of theoretical interest in costs and 
expenses, with an offsetting credit to an income account. Net 
income will be affected if the inventory valuations at the beginning 
and end of the period include differing amounts of theoretical 
interest costs. Second, the interest charge to operations appears in 
the accounts as depreciation, thus making the total depreciation 
charge exceed the depreciation base; even if interest were a proper 
element of cost, the charge should be clearly stated as interest. 

The formula for computing the charge by the annuity method 
is based on the following reasoning. Since interest is computed on 
the investment, the cost of the asset is the present value of: 


(1) The periodical charges to depreciation, which are an annuity. 
(2) The scrap value. 
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Then, if the present value of the scrap is deducted from the 
cost of the asset, the remainder is the present value of the annuity 
of depreciation charges. Referring to the figures in the illustration: 


Serap ‘value s..hygh aeons oe Pape el rember nee ror mentee $ 400 
Multiply by the present value of 1 due 8 periods hence at 5%.. .67683936 
Present: value Oisscra Dre sere ie cettense ie cateene one ee eee $ 270.74 
Coster (hfe ee SR EE, GA Se ee $6,000.00 
Deduct present) value ob scrap reenter era er ane 270.74 
Present value of annuity of depreciation charges.............. $5,729.26 


The present value of an annuity of 8 rents of 1 at 5% is 6.46321276. Then $5,729.26 
is the present value of an annuity of 8 rents of $5,729.26 + 6.46321276, or $886.44. 


Sinking fund method. This method is based on the assump- 
tion that a fund will be established to replace the asset at the 
expiration of its life. The method may be applied, however, with- 
out actually accumulating a fund. It is assumed that the fund will 
be created by equal cash installments, and the first step in the 
application of the method is to determine these installments. 

The total amount of the required fund is cost minus scrap value, or C — S. The con- 


tributions to the fund are an annuity. Hence the sinking fund contribution (S.F.C.) 
is computed by dividing the total required fund by the amount of an annuity of 1. Or 


C-S 
S.F.C. = a 
At 5%, the amount of an annuity of 1 for 8 periods is 9.54910888. 
$6,000 — $400 
Then, S.F.C. = ~9.54910888 
= $5,600 + 9.54910888 


= $586.44 


If a fund is established, and if it is accumulated at compound 
interest at the theoretical rate of 5%, the entries for the fund (not 
the depreciation entries) will be: 


Table of Entries for Sinking or Replacement Fund 
Debit Credit Credit Total 


Year Fund Interest Cash Fund 
1 $ 586.44 $ 586.44 $ 586.44 
Pe 615.76 $ 29.32 586.44 1,202.20 
3 646.55 60.11 586.44 1,848.75 
4 678.88 92.44 586.44 2,527.63 
5 712.82 126.38 586.44 3,240.45 
6 748.46 162.02 586.44 3,988.91 
i 785.89 199.45 586.44 4,774.80 
8 825.18 288.74 586.44 5,599.98 


$5,599.98 $908.46 $4,691.52 


The sinking fund method of providing depreciation may be 
used without actually accumulating a fund; and if a fund is estab- 
lished, it will probably not accumulate in accordance with the 
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theoretical table. The depreciation entries, however, are made in 
accordance with this theoretical table even if a fund is not accumu- 
lated, the debits to depreciation and the credits to Accumulated 
Depreciation being the increasing amounts shown in the “Debit 
Fund”’ column of the preceding table. 

The sinking fund method is sometimes used by public utilities 
in order to determine the amount required to provide a fund for the 
replacement of the assets. Cash provided by operations is put into 
the fund, and the charges to depreciation are made in accordance 
with the theoretical accumulation of the fund. Thus, as the in- 
vestment in, or carrying value of, the fixed assets is diminished, 
the fund is increased, and the capital is kept intact. 

Comparison of annuity and sinking fund methods. These 
two methods are often confused, and writers sometimes refer to 
them as the same method under two different names. The methods 
are alike in only one particular: the credits to Accumulated 
Depreciation. These are the same in both methods, but otherwise 
there are no elements of similarity between the two methods. The 
distinction may be shown by setting up the entries under both 
methods, using the fifth year as an illustration. 


Annuity method. 


De preci a iOM ae eres wate ho lee eee A haath Sls eile nd Se 886 . 44 
Interest (on carrying value of asset)................. 173.62 
Accumulated depreciation. (4: 52n6 beetleiae. cast do's 712.82 
Sinking fund method. The depreciation entry, regardless of 
whether or not a fund is established, and regardless of the interest 
actually earned on the fund, is: 


Monreacintionvats tea y weit psec vos Epona Lias satel: Le 712.82 
Accumulated: depreciation ......% 426 296 66h 4e642=-6 -5- 712.82 


The fund entry, if a fund is established and if it actually accumu- 
lates at the theoretical interest rate, is: 


Sinking or replacement 1UNd. 0... ene teh eae cs te 712.82 
Mrberestn Onunund) err eee ie eg ere a cee 126.38 
(OPEN: 8. see ne AG As bet See vat AS RS ee oe 586.44 


Neither of these depreciation methods is of any great practical 
importance. 


Bond Premium and Discount 


In Principles of Accounting—Intermediate, amortizations of bond 
premium and discount were made on a straight-line basis. We shall 
now consider amortization procedures on the effective yield basis. 
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Premium on bonds owned. Assume that a $1,000 bond, 
bearing 6% interest payable semiannually on January 1 and July 1, 
and due in four years, is purchased on January 1, 1960, for 
$1,035.85. Although the nominal interest is 6%, the effective, or 
yield, rate at this price is 5%. (At least, that is the way it would be 
expressed in common parlance. Actually, the yield rate is 246% 
each six months, which, from an actuarial point of view, is 5.0625% 
per year.) 

The yield rate is less than the nominal rate for two reasons: 


(1) More than $1,000 was invested. 

(2) The $35.85 premium will not be recovered at the maturity 
of the bond; therefore, the net income on the bond is the 
total interest collected minus the unrecovered premium. 


When the effective yield method of amortization is used: 


The Interest Earned account is credited with amounts com- 
puted by multiplying the reducing balance of the investment 
account by the effective rate. 

The premium amortization each period is the difference between 
the cash interest collected and the amount credited to Interest 
Earned. 


The schedules on page 237 show how the effective yield amortiza- 
tion method would be applied to the 6% bond bought for $1,035.85 
to yield 5%. 

It will be noted that the credit to Interest Earned each period 
is 216% of the carrying value of the investment at the beginning 
of that period, and that, whereas the rate of income is always 
216% per period, the credits to Interest Earned diminish because 
the carrying value of the investment diminishes. The difference 
between the Cash debit for the coupon and the Interest Earned 
credit is credited to the Bond Investment account as an amortiza- 
tion of premium; and this amortization takes place in increasing 
amounts. 

Discount on bonds owned. Assume that a $1,000 bond, bear- 
ing 6% interest payable semiannually on January 1 and July 1, 
and due in four years, is purchased on January 1, 1960, for $965.63. 
Although the nominal interest rate is 6%, the yield rate is 7%. 
The yield rate is more than the nominal rate for two reasons: 


(1) Less than $1,000 was invested. 

(2) Since the bond presumably will be collected at par, the total 
income will include the interest collected plus the discount. 
(Continued at bottom of page 237.) 


| 
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Schedule of Amortization 
6% Bond Bought to Yield 5% 


ROSE ONE MME GORE Soo... ah cate eR On es $1,035.85 
July 1 Cash debit—for coupon.:............... $30.00 
Interest credit—21¢ % of $1,035.85....... 25.90 
Bond Investment account credit—for pre- 
PVE Me RIMOL GSE Oise kee eee 4.10 
Camying valuelofsbonde: misao ee ser $1,031.75 
Vaneete GOL ICOupOn ee, oe ee ae ee, $30.00 
Interest—2}4 % of $1,031.75............. 25.79 4.21 
Carrying-valuere: 2.677 aa ie. oer desea ae $1,027.54 
July 1 COUPON a teas cers re Wee eee. $30.00 
Interest—2}4 % of $1,027.54............. 25.69 4.31 
Garyinguvalicn react mn nee ees $1,023 . 23 
ane eLOO 2a COUPOL Mes Le. ey lars chin csc Pe $30.00 
Interest—214 % of $1,023.23............. 25.58 4.42 
Carrying Valles are te eee ieee $1,018.81 
July 1 COUPON 3 ore cE es Re engage eR $30.00 
Interest—2}4 % of $1,018.81............. 25.47 4.53 
Carmyingevaluca a5 tee. eros. hee $1,014.28 
anew lel OCS aCoupon! wae aise. she 5 se ue bp nS ee $30.00 
Interest—214 % of $1,014.28............. 25.36 4.64 
AS SUVA AV ALC nonce Me eee AT $1,009.64 
July 1 (COUDOU eee renal een ak: = Racy ae $30.00 
Interest—214 % of $1,009.64............. 25.24 4.76 
WATRVAN GD Vales as. nares er Katie ae cc, aon $1,004.88 
Ramee eel OG4 0G OU DON riot s..0ts de as obeatadee saint eee $30.00 
Interest—214 % of $1,004.88............. 25-12 4.88 
Carrying value at maturity.............. $1,000.00 


Alternative Schedule of Amortization 
6% Bond Bought to Yield 5% 


Credit Credit 
Debit Interest Bond Carrying 


Date Cash Earned Investment Value 
RpRTY lee OOO reas secede eects sh ones a $1,035.85 
ARTUR ROS ES <5 oe eee Bee cece ee, 5 Se $ 30.00 $ 25.90 $ 4.10 1,031.75 
Aarne OGM ons ates = uc aha Sates 30.00 25.79 4,21 iO pa by! 
Ail nie Ue See eee Neike. o's Cie e, Rene See 30.00 25.69 4.31 1,023.23 
at Ml lOO Rakes ower eats io» 30.00 25.58 4.42 1,018.81 
LY lee ee MEN «Sask ote Be 30°00) 25747 4.53 1,014.28 
AEN tl bod OSLO ee Ae hey te arnt ocean 30.00 25.36 4.64 1,009.64 
PVG SPE nh cctale tye tiers ots 30.00 25.24 4.76 1,004.88 
errr abl OGAT ta c Rytieeleye sete ate eres 30-500 25.12 4.88 1,000.00 


$240.00 $204.15 $35.85 


When the effective yield method of amortization is used: 


The Interest Earned account is credited with amounts com- 
puted by multiplying the increasing balance of the invest- 
ment account by the effective rate. 

The discount amortization each period is the difference between 
the cash interest collected and the amount credited to Interest 


Earned. 
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The following schedule shows how the effective yield amortiza- 
tion method would be applied to the 6% bond bought for $965.63 
to yield 7%: 


Schedule of Amortization 
6% Bond Bought to Yield 7% 


Janifl 1960S Cost Perens. cere ee eas $ 965.63 
July 1 Interest credit—3l4 % of $965.63......... $33 . 80 
Cash debit—for coupon................. 30.00 
Bond Investment account debit-—for dis- 
COUnt AMOrtIZEd Hee. enn eee 3.80 
Carrying valleroL DORE prea a ee $ 969.43 
Jan. 1, 1961 Interest—314 % of $969.43.............. $33 .93 
Coupont has ahs eae eee eee 30.00 3.93 
Carryinpavaluen: sss eee cer eeoriort: $ 973.36 
July 1 Interest—314 % of $973.36.............. $34.07 
Coupon t2 8 eee el Rete eke 30.00 4.07 
Carrying values cee are ce tacee ere $ 977.43 
Jan. 1, 1962 Interest—314 % of $977.48.............. $34.21 
Coupon. cred Sean SOO Ie eee 30.00 4.21 
Canny ing av aller eae eae eo eer rie $ 981.64 
July 1 Interest—314 % of $981.64.............. $34.36 
Coupon: Sn Seer ee Oe eee 30.00 4.36 
Carrying valuietenscn. cee eieatetn yom $ 986.00 
Jan. 1, 1963 Interest—314 % of $986.00.............. $34.51 
Coupon Ss eaieec ence. 2 eee ee eee 30.00 4.51 
(aimiyy din avail Cease eee  iaeeeaee ae ee $ 990.51 
July 1 Interest—314 % of $990.51.............. $34.67 
Coupon niet ne om ae hee ete ae ee 30.00 4.67 
Carryingwalue aicnhk. ts ahceeee dauiaeeien $ 995.18 
Jan. 1, 1964 Interest—314 % of $995.18.............. $34.83 
Colpotiee gry tt ae: be. we eee. Aer ney ree 30.00 4.83 
Carrying value at maturity.............. $1,000.01 


The amortization schedule may also be set up as follows: 


Schedule of Amortization 


6% Bond Bought to Yield 7% 


Debit Credit 
Debit Bond Interest Carrying 


Date Cash Investment Harned Value 
Jan APE OBO x) te oan ences $ 965.63 
JURY EF Aen a ee een $ 30.00 $3.80 $ 33.80 969.43 
Jane 1, (961 ae eee Ree 30.00 3.93 33.93 973.36 
Daly Ls. SPARE ee ee 30.00 4.07 34.07 977 .43 
Jas {19625 wiovnethan a eRe 30.00 4.21 34.21 981.64 
DULY cin octstep «nce eee 30.00 4.36 34.36 986.00 
pans LS 1063hee sl keue cece 30.00 4.51 34.51 990.51 
SUL Se ae Lee 30.00 4.67 34.67 995.18 
Jan. U5, 19645. cwe nest eRe 30.00 4.83 34.83 1,000.01 


$240.00 $34.38 $274.38 


The credit to Interest Earned each period is 3% % of the carrying 
value of the investment at the beginning of that period; the credits 
to Interest Earned increase because the carrying value of the 
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investment increases. The difference between the Interest Earned 
credit and the Cash debit for the coupon is debited to the Bond 
Investment account as an accumulation of discount. 
Amortization at interim dates on bonds owned. The fore- 
going illustrations of the amortization of premium and discount 
on bond investments are based on the assumption that an interest 
date coincides with the close of the fiscal year of the owner of the 
bonds. Let us now assume that the interest is payable on January 
1 and July 1, and that the company which owns the bonds closes 
its books on February 28 or 29. The entries to be made at the 
interest dates and at the end of the fiscal year are indicated below: 


Illustrative entries applicable to bonds bought at a premium: 


February 29, 1960: 
Accruedanterest réecervable::.. Ml kh..... 405k oS. Luce. 10.00 
Bond investments 4 0b $401 02) aco. . canker ee: 137 
Enteresttearneds -hae ee. 9, 6 ARE chine ee Re cc: 8.63 


July 1, 1960: 

CES) clk: Sted eng. 2 aac Su ee RN an ae ie RO <td. x OB 30.00 
Acerued interest:recelvable sn.) teas a nas fen on 10.00 
Bondsinyestment (S400. — $3 Mines ns census ees os tee AS 
Iinterestiearnedalt: heratiin. 0.1... <P eIe A Oe ie 17.27 


January 1, 1961: 
(CET Dc anes ue Rl 5 ROSE a BARRERA O18 MAROC RR RON Otc, OP 30.00 
BONG UVES OIC Gta ae aes oe ee ar ne es 4.21 
Anterest Carne See eers wre. ceed Aes Jee SO eee. 25.79 


February 28, 1961: 

Aceriieduinterest Tecolvableuisen «a favisiac. su A tsrentras meter. 10.00 
Bondamressmenta(l4 Ot $4.31): vance ae a neh. es ee een 
ILETOStee ane Gd. tha Mint ccm... eee eee a Beco Lh Ate, ae ae 

* See schedule of amortization on page 237. 
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CO me 


Illustrative entries applicable to bonds bought at a discount: 


February 29, 1960: 
INCcrUeauImMbterestyke Cela Gn aiancir tarsi as are cee eae es 10.00 
Bondamvestiment (G4 Olabo- SU") mer cence is dilate he uote: if Duel 
MCE TLeaTN © Cis we ae ean Lata eee POR emer aes ei 


July 1, 1960: 
Coad ite te SF coie See a a PE. Be ey. De Ree 30.00 
BondunvestmentaoorcOm wp laasne ce ae era etna 2753 
XCeKUed ANbeLeSb LECOLVaD lena... serarans sun tein ott eaert 10.00 
imnterestioatncGm see wine | cshioy eet ce See 22,03) 


January 1, 1961: 
CONCADS Beas ony OR DO cE Sy KLINE UEC are PRINT SE URL IIA 30.00 
Rondunvestmenvwssts. 202). wok. ee ee ean 40 ey ee ey eons 
Tnterent: GATRCUA): sameReS! Po thRIe ere icteely alee shee 33.93 


February 28, 1961: 
WAcerucdunterest: zecelvable se te ost) «Gre els elo cee a .. 10.00 
Bond investment (14 of $4.07)...... Eve hens Were Senos nee 1.36 
HNTELcStteaTNOCd Peer en eo weenise ee es Shae oe os eee ts 11.36 
* See schedule of amortization on page 238. 


240 COMPOUND INTEREST AND ANNUITIES Ch. 13 


Premium on bonds issued. In the following schedule, based 
on an issue of 6% bonds at a price to yield the purchaser a 5% 
return, the semiannual charge to Bond Interest was computed by 
multiplying the amount shown in the ‘‘Bonds Plus Premium” 
column as of the beginning of the period by the semiannual effective 
interest rate of 214%. The debit to the Bond Premium account is 
the excess of the cash payment over the debit to Bond Interest. 


6% Five-Year Bond Issue Sold to Yield 5% 


Debit Debit Credit Bonds Plus 

Period Bond Interest Bond Premium Cash Premium 
$104,376.03 
I $ 2,609.40 $ 390.60 $3,000.00 103,985.43 
2 2,599.64 400.36 3,000.00 103,585.07 
3 2,589 .63 410.37 3,000.00 103,174.70 
4 Ze OUI ot 420.63 3,000.00 102,754.07 
5 2,568.85 431.15 3,000.00 102,322.92 
6 2,558.07 441.93 3,000.00 101,880.99 
7 2,547.02 452.98 3,000.00 101,428.01 
8 2,535,. 70 464.30 3,000.00 100,963.71 
9 2,524.09 475.91 3,000.00 100,487.80 
10 2,512.20 487 .80 3,000.00 100,000.00 


$25 , 623 .97 $4,376.03 $30,000.00 


a aes, 


Discount on bonds issued. The following schedule shows the 
amortization of the $4,376.03 discount on 4% bonds sold to yield 
5%. 


4% Five-Year Bond Issue Sold to Yield 5% 


Debit Credit Credit Bonds Minus 
Period Bond Interest Cash Bond Discount Discount 

$ 95,623.97 

1 $ 2,390.60 $2,000.00 $ 390.60 96,014.57 
2, 2,400.36 2,000.00 400.36 ~ 96,414.93 
3 2,410.37 2,000.00 410.37 96 , 825.30 
4 2,420.63 2,000.00 420.63 97 , 245.93 
5 2 45 1e lo 2,000.00 431.15 97,677.08 
6 2,441.93 2,000.00 441.93 98,119.01 
ve 2,452.98 2,000.00 452.98 98,571.99 
8 2,464.30 2,000.00 464.30 99,036.29 
9 2,475.91 2,000.00 475.91 99,512.20 
10 2,487.80 2,000.00 487.80 100,000.00 


$24 , 376 .03 $20,000.00 $4,376.03 


The semiannual charge to Bond Interest was computed by multi- 
plying the amount shown in the ‘“‘Bonds Minus Discount” column 
as of the beginning of the period by the semiannual effective 
interest rate of 214%. The credit to the Bond Discount account 
is the excess of the debit to Bond Interest over the cash interest 
payment. 

Amortization at interim dates on bonds issued. Referring 
to the two schedules applicable to bonds issued, let us assume that 
the bonds were issued on October 31, that the interest dates are 
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October 31 and April 30, and that the issuing company closes its 
books on December 31. 


Illustrative entries applicable to bonds issued at a premium: 


First calendar year: 
December 31: 


Bond premium (44 of $390.60)................. 130.20 
Bond interest ($1,000.00 — $130.20)............. 869 .80 
Acéruedubond interestw roe ae sie 1,000.00 
Second calendar year: 
April 30: 
Bond premium ($390.60 — $130.20)............. 260.40 
BOUCMMLELES ba ett)... ae eee. EL WR oe 1,739.60 
AWecrued bond interests... 080. 1 Ae . 1,000.00 
Cash PR ae St Ee SAM: Oa 3,000.00 
October 31: 
Bond premium (per schedule).................. 400.36 
Bond interest: wear tects c csr ce eae 2,599.64 
(Caner tre cfatie tea tak isons fT Mr coer 3,000.00 
December 31: 
iBond<premiumy (4. Of S$410:37)). . 2 oie. ane een. 136.79 
Bond interest. .oe eee Fe 2 COREG ace fe 863 .21 
A COrUeaUDOING INGEreStsa 600% Alo ~ > oe 1,000.00 


Illustrative entries applicable to bonds issued at a discount: 


First calendar year: 
December 31: 


Bon cl inbenest aha inches, Miracnn eid Ghee Oe: 796 .87 
Bond discount (14 of $390.60).............. 130.20 
Mécrued\ bondmscvereste: as. Vee ets ke ee 666 .67 
Second calendar year: 
April 30: 
BONG! TNCOLESU arate inches cre eee. co. aE Os te 1,593.73 
ACELUCHIDORGHINMLELESU. «/teh.ce «Ae eee. cen 666 . 67 
Bond discount ($390.60 — $130.20)......... 260.40 
(OETA Dis cts, mC See & ARMAS Siete ii tay reser 2,000.00 
October 31: 
Bond interest, (per schedule). ....-.....3.....5.. 2,400.36 
BONGscISCOULt ratte ya task mein eee 400.36 
CONST Sp 38 tls | oh eo, pele ER AMS a ae bl ei 2,000.00 
December 31: 
iBondein teresti ry ok eek eee eed ahontee + ee 803 .46 
Bond discount (34 of $410.87).............. 136.79 
Accruedubona interesty..¢. 02.68 «veins os «nk 666 .67 


Ascertaining the price ‘‘on a basis.’’ Bonds are frequently 
quoted ‘‘on a basis”’; that is, at a price to yield a stated effective 
rate. Thus: ‘‘Chesterton 6’s offered on a 5% basis”’; or ‘‘Ordway 
614’s to net 6.’’ When quotations are made in this way, it is neces- 
sary to determine the price at which the issuance or purchase will be 
made in order to net the stated rate. The price may be determined 
by reference to a bond table or ‘‘basis book,” or by mathematicai 


computation. 


242 COMPOUND INTEREST AND ANNUITIES Ch. 13 


Bond tables. Part of a table, for bonds due in four years, 
bearing different nominal rates (appearing at the top) and earning 
different effective rates (shown at the side) is presented below: 


Four Years 
Interest Payable Semiannually 


Per Cent 
Per Annum 3% 316% 4% 416% 5% 6% 7% 
00 96.34 98.17 100.00 101.83 103.66 107.83 110.99 
10 95.98 97.81 99.63 101.46 103.29 106.94 110.60 
125 95.89 97.72 99.54 101.37 103.20 106.85 110.50 
. 20 95.62 97.45 99.27 101.09 —102.92 106.56 110.21 
Zo) 95.45 97.27 99.09 100.91 102.73 106.38 110.02 
30 95.27 97.09 98.91 100.73 102.55 106.19 109.83 
BuO 95.00 96.82 98.64 100.45 102.27 105.90 109.54 
40 94.92 96.73 98.55 100.36 102.18 105.81 109.44 
50 94.56 96.38 98.19 100.00 101.81 105.44 109.06 
60 94.21 96.02 97.83 99.64 101.45 105.06 108.68 
625 94.13 95.93 97.74 99.55 101.36 104.97 108.58 
70 93.87 95.67 97.47 99.28 101.08 104.69 108.30 
75 93.69 95.49 97.30 99.10 100.90 104.51 108.11 
80 OSRO2 Oo Ro2t ale 98.92 100.72 104.32 107.92 
93.26 95.06 96.85 98.65 100.45 104.04 107.64 
90 93.517 §94.97 “96577 982 56) 100; SGaeLOseObeF 1072 54 
00 92.83 94.62 96.41 98.21 100.00 103.59 107.17 
10 92.49 94.28 96.06 97.85 99.64 103.22 106.80 
125 92.40 94.19 95198 "O77 99-55) 10S 13. 106.70 
.20 92.15 938.93 95.72 97.50 99.29 102.86 106.48 
220 91.98 93.76 95.54 97 .33 99510 L026 72] 106424 
.30 91.81 98.59 O53 TOES 98.93 102.49 106.06 
BS 0] 65) V93E3Se" ‘Goel Te GGRSo- =n OSnG al 02-22) 05-78 
.40 91.47 93.25 95 .02 96.80 98.58 102.13 105.69 
.50 91.13 92.91 94.68 96.45 98.23: 10L.77< 105-82 
.625 90.71 92.48 94.25 96.02 97.79 101.33 104.86 
ss 90.30 92.06 93 .83 95.59 97.35 100.88 104.41 
875 89.88 91.64 93.40 95.16 96.92 100.44 103.96 
.00 89.47 91.238 92.98 94.74 96.49 100.00 103.51 


ONKAAAKNAKATA EEA AAA RAR RRR RR RD 
oe) 
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Tables carried to more decimal places are available. 

Looking down the 6% column to the 5% line, a value of $103.59 
will be found. This corresponds to the $1,035.85 valuation of the 
$1,000 6% bond bought to net 5%, used in the illustration on page 
237. 

The price which should be paid for a bond to net a stated rate 
will depend on the life of the bond. If the effective rate is lower 
than the nominal rate, the bond will be bought at a premium; the 
longer the life of the bond, the greater the premium, because of 
the longer time during which the premium will be written off. 
Similarly, if the effective rate is higher than the nominal rate, the 
bond will be bought at a discount, and the longer the life of the 
bond, the greater the discount. Bond tables are therefore arranged 
by years; and, since interest is usually payable semiannually, the 
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bond table contains values for half-years also. The first page of 
the book shows values for bonds due in a half-year; the second 
page shows values for bonds due in one year; the third page, values 
for bonds due in a year and a half; and so on. 

Computing the price—first method. If bond tables are not 
available, the price to yield a stated rate may be computed with 
the aid of interest and annuity tables. 

If a bond is to yield a certain effective rate, the price paid for 
the bond must be the present value, at the effective rate, of the 
future benefits to be received. These benefits consist of two ele- 
ments, as follows: 


(1) Par at maturity, 
(2) A series of interest payments, which constitute an annuity. 


The total of the present values of these two benefits is the price. 


First illustration—Effective rate lower than nominal rate, or bond 
bought at a premium: 

What price should be paid for a $1,000 four-year bond, bearing 
6% interest, payable semiannually, bought to net 5%? 

Since the interest is payable semiannually, the effective rate is 
really 214% per period, and in four years there are eight interest 
periods. A table of present values of 1 shows that the present 
value of 1 due eight periods hence at 244% is .82074657, and a 
table of present values of annuities shows that the present value 
of an annuity of eight rents of 1 at 214% is 7.17013717. 


Present value of par: 


SILOOO EX S20 ACD aera eh ocrece ory ois eee cecal. Setche Slane $ 820.746 
Present value of 8 coupons of $30 each: 

RS OMe CUNO Me sulid meses tevanaretter adie ts ielneitiend Buyacimavers ateya cincors 215.104 
Total—cr price of bond (See illustration on page 237)........ $1,035 .850 


Second illustration—Effective rate higher than nominal rate, or 
bond bought at a discount: 

What price should be paid for a $1,000 four-year bond, bearing 
6% interest, payable semiannually, bought to net 7%? A table 
of present values of 1 shows that the present value of 1 due eight 
periods hence at 314% is .75941156, and a table of present values 
of annuities shows that the present value of an annuity of eight 
rents of 1 at 314% 1s 6.87395554. 


Present value of par: 


SOOO (OO LLLOO TN ee cnc ce ert ease aes ee ean te $759 .411 
Present value of 8 coupons of $30 each: 
BIOS 658730 5d eters eye ee a oa ty uatvsigy yh 2 ok teas 206.219 


Total—or price of bond (See illustration on page 238).......... $965 . 630 
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Computing the price—second method. To understand this 
method, assume that an investor is willing to buy on a 5% basis. 
If he can find a satisfactory bond paying a nominal rate of 5%, he 
will pay par. In other words, he will pay $1,000 for a bond with a 
par value of $1,000 and paying $25 interest every six months. 
But suppose he finds a desirable bond bearing 6%; what price will 
he pay if he buys it on a 5% basis? The rights appertaining to 
such a bond, and the price to be paid for these rights, may be set 
out as follows: 


Rights Price 
Par at maturity—%$1,000 
Interest of $25 per period of six atts ae eo ror ge $1, 000 
Additional interest of .¢5, pel DPellOd en race ce ie re ee Premium 


The amount of the premium will be the present value, computed 
at the effective rate, of the annuity of excess interest payments. 


First illustration—E ffective rate lower than nominal rate, or bond 
bought at a premium. What price should be paid for a $1,000 four- 
year bond, bearing 6% interest payable semiannually, bought to 
net 5%? 

The present value of an annuity of $1 for eight periods at 214 % 
is $7.1701372. 


3% (nomimal!rate) (of $1,000/% 22-42 eee eee $ 30.00 
216 %\(etlective rate) yor $1IVO0O sas, Sass ee ee eee eee 25.00 
Differences $2 ese hi at cece che A. tte eee) eee ee ee $ 5.00 
Multiply by present value of annuity....................... 7.1701372 
PLO MUNG, sion creseak casssrets GE Hie CERT © ICRC I ee $ 35.85 
PNG POEL ge asp ecco ay caged oe oma oR Vcd holes SPRINT 1,000.00 
Pri¢@snc. .s.. Rica + seg ERs cae ee ee Oe Gets $ 1,035.85 


Second illustration—Hffective rate higher than nominal rate, or 
bond bought at a discount. What price should be paid for a $1,000 
four-year bond, bearing 6% interest payable semiannually, bought 
to net 7%? 

The present value of an annuity of $1 for eight periods at 314% 
is $6.873956. 


3% % (ettective rate) of PI,000. vv cr Cacaeen at ote coe $ 35.00 
3% (momingl! tate) ‘oh SILOOOs thie. ea meeennea crane iat eae 30.00 
Differences... ky 1h AA lses See. % a Ee eee $ 5.00 
Multiply by present value of annuity...............:........ 6.873956 
Discounts «i hi. sagt mvp ets qo Rae en cape ee eon | eee $ 34.37 
Parieanise Bane elblaee ota tte cheiblale 5 GENS NORD UO ele Bae are ahh $1,000.00 
Deduetidiscount.< 5: teeeeepa hee eee ee 34.37 


PHGG 2458 vals 6 a.5gpaices 9d RROD Ree a ee ee $ 965.63 
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Optional redemption. If a bond gives the debtor the privi- 
lege of paying it before maturity, and if it is to be purchased to net 
a given rate, the purchaser should compute the price (1) on the 
assumption that the bond will not be paid before maturity, and 
(2) on the assumption that it will be paid at the earliest optional 
date, and he should pay the lower of the two prices. Illustrations 
are given below: 


(1) The bond may be paid at par at the optional date. 
(a) Effective rate higher than nominal rate. 
Assume a 5% $100 bond due in twenty years, with 
the option of redemption at par any time after 
fifteen years. To be purchased to net 6%. 


Price of a 20-year 5% bond to net 6% (per bond 


USPlE Se Oe PEs Athy BIR AORN pl Ue a $88 . 44 
Price of a 15-year 5% bond to net 6% (per bond 
CT OV (2D | ace eRe mie Oleg ag is ach Res belt Sli ta pe 90.20 


The price on the full-term assumption is the lower 
one, and is the amount which should be paid. 
This will always be the case when a bond is pur- 
chased at a discount. The amortization of the 
discount on such a bond should be based on the 
twenty-year period because it is more conservative 
to take up the discount income over twenty years 
than over fifteen years. 
(b) Effective rate lower than nominal rate. 
Assume a 6% $100 bond due in twenty years, with 
the option of redemption at any time after fifteen 
_ years, at par. Bought to net 5%. 


Price of a 20-year 6% bond to net 5% (per 


Dona taole) ss o-5 at aoe Cals ae Re one ce ea $112.55 
Price of a 15-year 6% bond to net 5% (per 
ond table ig eies RAT: ee oe ese 110.47 


The price on the optional-date assumption is the 
lower one. This will always be the case when a 
bond is purchased at a premium and when no 
premium is required for redemption at the optional 
date. 

It is conservative, in an instance of this kind, to 
amortize the premium over the fifteen-year period 
so that the bond will be carried at par at the 
optional redemption date, and a special loss will 
not have to be taken at that date if the optional 
redemption privilege is exercised. 
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(2) A premium is required if the bond is paid at the optional 
date. 
(a) Effective rate higher than nominal rate. 
Assume that a 5% $100 bond due in twenty years 
may be redeemed at any time after fifteen years 
at a premium of 5%. Bought to net 6%. 
Price of a 20-year 5% bond to net 6% (per bond table)........... $88.44 
Price of a 15-year 5% bond redeemable at 105, bought to net 6%: 
Present value of par and premium: 


Present value at 3% of $1 due in 30 periods $.411987 
Multiply tbysa-trs meres Soricat eee eae 105 $43 .258 


Present value of coupons: 
$2.50 (coupons) X 19.6004 (present value at 3% of an 
AUN Ut yAOL SOMe MLS! O Lely) epee ees eee eee nee ee ee 49.001 $92.26 


The price on the assumption of payment at ma- 
turity will always be the lower one when the bond 
is bought at a discount, regardless of the premium 
required for payment at the optional date. 
(b) Effective rate lower than nominal rate. 
Assume that a 6% $100 bond due in twenty years 
may be redeemed at any time after fifteen years 
at a premium of 5%. Bought to net 5%. 
Price of a 20-year 6% bond to net 5% (per bond table).......... $112.55 
Price of a 15-year 6% bond redeemable at 105, bought to net 5%: 
Present value of par and premium: 
Present value at 214% of $1 due in 30 
PCTIOGSAI LG ASTERISK $.476743 
Multiply jb set 7p tone dene ere ee 105 $50.058 
Present value of coupons: 
$3.00 (coupons) X 20.93028 (present value at 244% 
of 80 xen terOF, 1) eee eee ee oA ee 62.790 $112.85 


Although, in this instance, the price on the assump- 
tion of payment at maturity is the lower one, a 
change in the amount of premium might cause the 
price on the optional-redemption assumption to be 
the lower one. 


Purchases at effective rate between interest dates. The 
methods shown for computing the price to be paid for a bond in 
order to earn a given effective rate apply to purchases made at 
interest dates. The great majority of purchases are made between 
interest dates, and in such instances the price to be paid can be 
determined by either of the following methods: 


First method: 


Determine the prices as of the next preceding and the next 
succeeding interest dates. 
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The difference is the premium or discount applicable to the 
intervening period. 

Determine the pro rata portion of this premium or discount 
applicable to the time expired between the last interest date 
and the date of purchase. 

Apply this portion of the premium or discount (as an amortiza- 
tion) to the price at the preceding interest date. This amortized 
value is the amount to be charged to the investment account. 

Add the accrued interest on par at the nominal rate; the sum 
is the cost of the bond. 


Second method: 


Compute accrued interest at the effective rate on the value at 
the preceding interest date. 

Add this accrued interest to the value at the preceding interest 
date; the sum is the price to be paid for the bond. 

From this price deduct accrued interest on the face of the bond 
at the nominal rate to determine the portion of the purchase 
price to be charged to the Bond Investment account. 


Illustration: Bond at a premium. In the illustration (page 237) 
of a 6% bond purchased at a premium, to net 5%, it was assumed 
that the purchase was made on January 1, 1960, four years before 
maturity. Assume now that the purchase was made on February 1. 


Solution by first method: 
Price on January 1, 1960 (per bond tables or by computation)... $1,035.85 


Price on July 1, 1960 (per bond tables or by computation)..... 1,031.75 
Premium to be amortized for 6 months..............-.-.+... $ 4.10 
Premier OLelemont haem stece. Maro keg eee ose eae See re $ .68 
ipriceronganuanrvel a) O00 meer c8- oedema: ivr $1,035.85 
Weduetwpremium tor Montini wa cn Eee yews sacs .68 
Balan Ce. ee ays nee ah ee eal da ERE IS kite: ES $1,035.17 
Add accrued interest for 1 month at 6% on $1,000............ 5.00 
iprice-on-Hebruarygl 1O6O saath oceyried- teacweet es Ewuch een as $1,040.17 


Solution by second method: 


Price at next preceding interest date........... eo $1,035.85 
Interest on $1,035.85 for one month at the effective rate of 5%. 4.32 
Sum, or price'ot the, bond... 4... 2. eee: = casei tbat ee $1,040.17 
Portion to be charged to Accrued Interest Receivable: interest 

6n'$1,000 at 6% forvone month 2... on ee ee 5.00 
Portion to be charged to Bond Investment................-.. $1,035.17 


Entry for purchase: 


._ 


Rondbinvestinent si eters cuitir testes cos Bae te oievelene 1 ae He 
Ncerued! interestireceltvable ys. alec .i-1sriactiaeeui-leleetee : 
; (OS en «ee i te yin oan gr ne cee Ree 1,040.17 
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Interest entry on July 1, 1960: 
Cashes, oe ee ee tee ier 30.00 


Bond dnvestmentis..ceaiies peer ari eke Sarton stent 
Interest earned (to balance the entry)........... 
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5.00 
3.42 
21.58 


The credit to the Bond Investment account is computed as follows: 


Debit to investment account in entry for purchase............ $1,035.17 
Proper carrying value on July 1, 1960, or price which would have 

been paidvon thatidate:. nsiiokiae fast A: Rea ee 1,031.75 
Creditforiamortizationle «oo. eee eee eee $ 3.42 


Having adjusted the Bond Investment account to the proper 
carrying value on July 1, 1960, amortization entries thereafter will 
correspond with the entries in the amortization schedule on page 


237. 


Illustration: Bond at a discount. In the illustration (page 238) 
of a 6% bond purchased at a discount to net 7%, it was assumed 
that the purchase was made on January 1, 1960, four years before 
maturity. Assume that the purchase was made February 1, 1960. 


Solution by first method: 


Price.on, July: 1, 1960). devon dtu. segs ec oe am ahetoubny ashe sae mere ae 
Price.on Januaryel , pLOGO Ries ah cri eae nae croc endo caer 


Discount) towbe:amortized tor G months =e eas ee aoe eee 
Discountslor Amon tins eet «cee et he a eee ee eee eee 


Priceson, Januarvel; sl 960 aye, «oe uotye tetn ers cee oct ae 
Addidiscountsfornone monte meen ee ea rere 


Solution by second method: 


Price at next preceding interest date. >..-....2.......+:sece ess 
Interest on $965.63 for one month at the effective rate of 7%..... 
Sum.or-price’of the-bond@... 1+ 49 oct +c. otc eon cn re aoe 
Portion to be charged to Accrued Interest Receivable; interest on 


$971.26 


$965.63 
5.63 


$971.26 


$1,000;at 69 forone months eer are ee eee eee 5.00 
Portion to be charged to Bond Investment..................... $966 . 26 
Entry for purchase: 
Bondifniy 6stment, ssccccusustecuawha.oicte Gaskets teases Reena 966 . 26 
Accrued. interestirecelvablemsar.. tates. fei iies ole Renae 5.00 
O71:) Pa in. eee, ce me A Ge arate 6.y cals obs wing amc 971.26 
Interest entry on July 1, 1960: 
OY: EROS see 6 ano oGS Coo on ee Oboe 30.00 
Bond investment ($969.43 — $966.26)................... 3h, 1L/ 
Accruedtinterest recelVablegcurice cl erent reece 5.00 


Interest earned 


© 0.40 fe fe ete teitki eta "ed <6 1a e606 wee @)'© Miele e wy emJere lel bie 
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Issuances at effective rate between interest dates. The 
methods just described for computing the price to be paid for a 
bond between interest dates to yield an effective rate can, of 
course, be used to compute the price at which bonds should be 
issued between interest dates to net an effective interest rate. 

For instance, assume that $100,000 of 6% bonds due in 10 
years are authorized and that they are issued two months after 
their date on a 5% basis. The issuing price may be computed as 
follows: 


Issuing price 10 years before maturity..................... $107,794.58 
Add interest at 5% (effective rate) for 2 months............ 898 .29 
PRO Gay rere yee acs Seach Pc |, NR eee eee $108 , 692.87 
Amount to be credited to Accrued Bond Interest Payable— 

2 months’ interest on $100,000 at 6% per annum......... 1,000.00 
REMI ER voc ino 0.5 grt eect os oe oa os Oe $107 , 692.87 
WRT terpenes Ot cle oe oe Ee RT oe ha, 3 Me 100,000.00 
IPTemIIM soo Re ee PAE ee RL, TENE Roce oe $ 7,692.87 

The entry to record the issuance is: 

(BETS) Tse es A oe SE Sach dl AOS. SG ean 108 , 692.87 
IBonds'payaple te, AAsiere PEI ae Eee 100,000.00 
Brenuumonibonds. &. t45 pitied eee 7,692.87 
Accrued bond interest payable.............. 1,000.00 


If the bonds bore 5% interest and were issued on a 6% basis, 
the issuing price two months after date could be computed as 
follows: 


Issuing price 10 years before maturity...................... $92,561.26 
Add interest at 6% (effective rate) for 2 months............. 925.61 
MP otalineye) S4 OSA, At RS 1, PALA. OEE Ae $93 , 486 .87 


Cashin 2. SAARC Geb kadar SEPA Aes 93 , 486.87 
DIscOuUntOle DONS ein a Bask Ohtinctat ar ean 7,346.46 
IBOnd SIDA Ale me Prices ee eo peek ee 100,000.00 
Accrued bond interest payable............... 833 .33 


The discount was determined as the balancing figure: the par 
of the bonds plus the accrued interest minus the cash received. 

Computing the effective rate. When the effective rate of a 
bond is unknown, there is no short and accurate method of comput- 
ing it. An approximation may be made by interpolation in a bond 
table. (The longer the life of the bond and the larger the premium 
or discount, the less accurate the approximation.) 

To illustrate: what is the effective rate on a $100 6% bond, due 
in four years, bought for $103.59? 

On the four-year page of the bond table (see page 242), in the 
6% nominal rate column we find the values shown on page 250. 
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Effective Rate Price 


4.90% $103.95 
5.00 103.59 
5.10 103.22 


Of course, this table at once shows that the rate is 5%. But 
assume that the table did not contain the 5% value. The approxi- 
mation would then be made as follows: 


Rate Price 


4.90% $103.95 
5.10 103 .22 


Differences 20% $ iS 


Rate Price 


4.90% $103.95 
Unknown 103.59 


Difference $ .36 


36 
Then the rate = 4.90% + (5 of 20%) 


= 4,90% + .0986% 
= 4,9986%. 

Computing the price of serial bonds at an effective rate. 
If serial bonds are issued at a premium or a discount, there may be 
the problem of computing the price at which they should be issued 
to yield the investors a certain effective rate of income. This can 
easily be done with bond tables. The bonds of each maturity are 
regarded as a separate issue; by reference to a bond table there can 
be determined the price at which each such separately regarded 
issue would be sold to net the effective rate; and the sum of the 
prices for such separate issues is the price at which the entire serial 
issue should be sold to net the effective rate. 

As a simple illustration, assume a total issue of $500 of bonds, 
payable in five annual installments of $100, beginning at the end of 
the sixth year, the nominal interest rate being 5% and the desired 
effective rate being 6%. The total issuing price is the aggregate 
of the proper prices for the five bonds, which can be determined 
from a bond table. The bond maturing at the end of the sixth 
year should sell for $95.02; the one due at the end of the seventh 
year should sell for $94.35. The values for the five bonds are 
listed and totaled below. 


Year of 
Maturity Price 
6 $ 95.02 
7 94.35 
8 93 372 
9 93.12 
10 92.56 
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Amortization—effective rate method. There is also the 
problem of equitably amortizing the discount or premium over the 
entire life of a serial bond issue, keeping in mind the fact that an 
equal annual amortization would not be proper because of the 
changes in the amounts of bonds outstanding. 

The most correct procedure, of course, is amortization by the 
effective interest rate method. The following schedule shows 
such amortization of the discount on the $500 serial bond issue 
mentioned above. 


Schedule of Amortization 
5 % Serial Bonds Issued on a 6% Basis 


Debit Credit Bonds 
Bonds Bond _ Credit Bond Minus 
Period Retired Interest Cash Discount Discount 


$468.77 
1 $ 14.06 $ 12.50 $1.56 470.33 
2 14.11 12.50 1.61 471.94 
3 14.16 - 12.50 1.66 473.60 
4 14.21 12.50 1A WATORS1 
5 14.26 12.50 OMe Og 
6 14.31 12.50 1.81 478.88 
i 14.37 12.50 1.87 480.75 
8 14.42 12.50 1.92 482.67 
9 14.48 12.50 1.98 484.65 
10 14.54 12.50 2.04 486.69 
11 14.60 12.50 2.10 488.79 
12 $100.00 14.67 12.50 2.17 390.96 
13 Ile 7oeeeltOL00 1.73 392.69 
14 100.00 11.78 10.00 1.78 294.47 
15 8.84 7.50 1.34 295.81 
16 100.00 8.88 7.50 LS San wl OgeLo 
17 5.92 5.00 12S a1 
18 100.00 5.94 5.00 .94 99.05 
19 2.97 2.50 AT 99.52 
20 100.00 2.98 2.50 .48 


Total $500.00 $231.23 $200.00 $31.23 


Computing the effective rate. If the effective rate of a serial 
bond issue is not known, it can be computed with a fair degree of 
accuracy by the method illustrated below. Returning to the 
illustration of the $500 of 5% serial bonds sold for $468.77, let us 
assume that the effective rate is not known. 

The average issuing price is $468.77 + 5 = $93.75 
The average life of the bonds is: 
6+7+8+9+10 = 40 
40 +5 = 8, or average life in years 
Looking at a bond table on the eight-year page and in the 5% nominal rate 
column, the value nearest to $93.75 is $93.72, which is the price on a 6% 


basis. 
If the bond table does not show a value close to the average 
issuing price, an interpolation procedure may be used. To illus- 
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trate, assume that the bonds were issued for $470, or at an average 
price of $94, and that the next higher and lower values shown in 
the 5% nominal rate column of the 8-year bond table are: 


Oni 458735: 4 DAIS Fu eet pares otee eeote ois ce ete AeA ease en ea $94.48 
On a 6 7AM OY EN \= Ree ats eet are RRM ue Sear ot ome Cech icy CHOCO Becta. ocho 93.72 


Adding the values, as shown by the bond table, of five bonds on 
a 5.875% basis and a 6% basis, maturing in 6, 7, 8, 9, and 10 years, 
we have the amounts shown below. 


Year of On 5.875% On 6% 


Maturity Basis Basis 
6 $ 95.63 $ 95.02 
if 95.04 94.35 
8 94.48 93.72 
9 93 .95 93.12 
10 93.45 92.56 


Total $472.55 $468.77 


The interpolation is performed as follows: 


Value onva 5:8 (oG DAS ee eatin ee eee eens ere $472.55 $472.55 
Valueon.a 695 (DaSIS . shen saa eee cba nets 468.77 

Issuing prices .Gak ce:, : ontheres cea teas ae. 470.00 
Ditferen ces fad steetes snc: Med aot thete eae: 3% Geele Me eoeeat ei extyeis $ 3.78 $ 2.55 


Then the approximate effective rate is: 


5.875% + (2.55/3.78 of .125%) 
5.875% + .084% 
5.959 % 


It should be understood that the larger the bond issue, or the 
longer the period over which redemptions are spread, or the greater 
the premium or discount, the greater the degree of inaccuracy in 
this method of computing the approximate effective rate on serial 
bonds. 

Annuity bonds. A form of bond issue sometimes used by 
municipalities provides for annual redemptions to be made in 
such amounts that the total annual payments on principal and 
interest will always be equal. Since the interest payments will 
be larger in the early years than in the later years, the payments 
on principal will be smaller in the early than in the later years. 

To illustrate, assume that a 5% bond issue of $10,000 is to be 
paid in ten equal amounts which are to include principal and inter- 
est. As the $10,000 is the present value of the ten equal annual 


payments, the annual payment is computed in the following 
manner: 


The present value of an annuity of $1 for 10 periods at 5% is $7.72173493 
Then $10,000 + 7.72173493 = $1,295.05, the annual payment 
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To maintain an absolute equality of annual payments, bonds in 
odd amounts would have to be issued, as indicated in the ‘‘ Debit 
Bonds” column of the following schedule, which shows the pay- 
ments apportioned between principal and interest. 


Schedule of Payment of Annuity Bonds 


Debit 
Bond Debit Credit Unpaid 
Year Interest Bonds Cash Bonds 
$10,000.00 
1 $ 500.00 $ 795.05 $ 1,295.05 9 , 204.95 
2 460.25 834.80 1,295.05 S50. 15 
3 418.51 876.54 1,295.05 7,493.61 
4 374.68 920537) 9, 295..057) =65.5 73). 24 
5 328.66 966.39 1,295.05 5,606.85 
6 280 .34 1,014.71 1,295.05 4,592.14 
i 229.61 1,065.44 1,295.05 3,526.70 
8 1767340) VIS eV 4 19295205) 7 25407299 
9 120. 40 7465s 21295, OS 238034 
10 6167, £ 233-388) 1,295.05 .04* 
$2,950.46 $10,000.04 $12,950.50 
* Error. 


This method has three advantages over the sinking fund 
method of repayment: first, it avoids the danger of misappro- 
priation of sinking fund assets; second, it avoids the possibility 
of loss on sales of smking fund securities; and third, it avoids the 
burden of paying a higher interest rate on the bonds than can 
be earned on safe investments in the sinking fund. From the 
standpoint of a municipality, it has the further advantage of 
spreading the payments equally over the life of the bonds, thus 
making an equitable distribution among taxpayers in successive 
years. 

The issuing of bonds in odd amounts would probably be a dis- 
advantage in marketing, but approximate results could be obtained 
by issuing bonds to the nearest hundred dollars, as $800 repayable 
the first year, $800 repayable the second year, $900 repayable the 

third year, and so on. 

_ Investments in annuities. Annuities are frequently pur- 
chased by individuals as a means of future financial protection; 
they are rarely purchased by businesses. To illustrate the account- 
ing procedure applicable to purchased annuities, refer to page 219 
- and assume that an annuity of four payments was purchased on a 
5% basis at the indicated price of $354.60. At the end of the first 
year, the entry would be: 
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Estates and Trusts 


Administration and distribution of an estate. The laws 
governing the administration and distribution of estates vary to 
some extent in the different states. The discussion of estates and 
estate accounting in this text should be understood to be a gener- 
alization from a country-wide standpoint, subject to exceptions 
arising from the differing statutes and court decisions of the several 
states. For this reason, and because the treatment of the subject 
in a text devoted to the general field of accounting must neces- 
sarily be limited, the two chapters on estates and trusts should be 
understood to present only a survey of the subject.* 

If a person dies intestate—that is to say, without leaving a 
will, or leaving an invalid will—his estate will be distributed among 
his distributees in accordance with the laws of descent and dis- 
tribution, the laws of descent determining the disposition of the 
real estate to the heirs, and the laws of distribution determining 
the disposition of the personal property to the next of kin. The 
administration and disposition of the property is controlled by a 
court known variously, in different states, as the probate, sur- 

* The authors are very greatly indebted to Emanuel Saxe, Ph. D., C.P.A., a member 
of the New York bar, and Dean of the Bernard M. Baruch School of Business and 
Public Administration, City College of New York, who offered invaluable suggestions 
and criticisms. For a more comprehensive treatment of the subject, the reader is 


referred to Dean Saxe’s book, Estate Accounting. (New York: the author, 17 Lexington 
Avenue, 1939.) 
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rogate’s, or orphans’ court. The work of dealing with the intestate’s 
assets, paying the debts and charges, and making distribution is 
placed in the hands of an administrator, who is appointed by the 
court and to whom the court issues letters of administration 
evidencing his authority. If a will, although valid, directs the 
disposition of only a portion of the estate property, a condition of 
partial intestacy exists. 

If the decedent leaves a valid will disposing of his entire estate, 
the laws of descent and distribution will not be operative, and the 
estate will be distributed in accordance with the wishes of the 
testator or testatrix, as expressed in this will. (This statement is 
subject to such exceptions as the widow’s option to renounce her 
rights under the will and claim her elective or distributive share 
under the law.) 

Before the will can become operative, it must be admitted to 

probate, that is, duly proved. A petition is presented to the court, 
asking that the will be admitted to probate; a date is set for the 
hearing, and all interested parties are properly notified. At this 
hearing, the witnesses testify with respect to all significant matters 
incident to the due and proper execution of the will, including the 
authenticity of their signatures and that of the decedent. If the 
witnesses are dead or cannot appear, an attestation clause in 
the will may help to prove its authenticity; persons familiar with 
the signatures of the decedent and the witnesses may testify to the 
genuineness of their signatures. If the court is satisfied that 
the will is a valid instrument, executed without fraud when the 
decedent was of age, otherwise competent, and not subject to 
restraint or undue influence, the will is admitted to probate. 
_ Tf an executor is named in the will, and if he is competent and 
willing to serve, he will be granted letters testamentary by the 
court. If no executor is named in the will, or if one is named but 
is unwilling or incompetent to serve, the court will appoint an 
administrator with the will annexed (administrator c.t.a.—cum 
testamento annexo). 

Duties of the executor or the administrator. The executor 
or the administrator (referred to hereafter by the general term, 
fiduciary) is expected to seek out and take possession of the 
personal property of the deceased; to keep the estate funds sepa- 
rate from his own; to dispose of perishable property as quickly as 
possible and, unless authorized by testamentary direction to retain 
them, of any investments not legally permissible for fiduciaries; 
to preserve and administer the estate in a prudent manner; to 
keep excess funds invested to the fullest extent possible; to pay 
the funeral and administration expenses, the just debts, the estate 
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and inheritance taxes, and all other proper charges; to distribute 
the estate to the persons entitled thereto; and to account to the 
court and all interested parties. 

If there is a will, the real estate goes to the devisees, and the 
personal property, through the fiduciary, to the legatees. If there 
is no will, the administrator distributes the property to those who 
are next of kin, in accordance with the applicable law of intestacy. 
The fiduciary does not ordinarily administer or distribute the 
realty; the heirs take title to it directly from the decedent. The 
personal representative (fiduciary) of a testate decedent must carry 
out all of the directions in the will, including the erection of any 
trusts. 

Title to personal property vests in the fiduciary and passes 
through him to the distributees, except that in many states certain 
household effects, a limited amount of cash, the decedent’s clothes, 
and certain other personal effects may be exempt, title thereto 
passing directly to the widow or to minor children. 

It is only rarely that the fiduciary exercises any control over 
the real estate, since, by the laws of most states, title vests in the 
heirs or devisees immediately upon the death of the decedent. 
If, however, the personal property is not sufficient to pay the debts 
and charges, the fiduciary generally possesses, or may apply to 
the court for, authority to sell, mortgage, or lease any parcels of 
realty in order to obtain funds with which to pay them. Or the 
will may specifically direct the fiduciary to administer the realty 
for various purposes. Where the testator has made a contract 
to sell real estate, the title to the real estate passes to the heir 
subject to the obligation of the heir to convey title to the vendee; 
and, since the claim against the vendee is personal property, it 
passes into the executor’s control as part of the inventory of the 
estate. ) 

The proceeds of life insurance policies payable to the estate 
pass into the hands of the fiduciary and must be accounted for 
by him; the proceeds of policies payable to specific beneficiaries 
are payable directly to them and are not part of the estate. 

Inventory of assets. As soon as the fiduciary is appointed, he 
should marshal and take possession of the decedent’s personal 
estate. Although the laws differ in the various states, it is desirable, 
and in some states obligatory, to file an inventory of the assets 
with the court. This inventory should show items and values; the 
valuations may be determined by the fiduciary unless the law or 
practice requires that the valuations be made by independent 
appraisers. The inventory should include all personal property of 
the decedent except exempt property. 
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If a testate decedent has made refundable advances to persons 
who are beneficiaries of his estate, such advances should be 
included in the inventory as estate assets, plus the interest thereon 
(unless a contrary intent appears) from the dates thereof to the 
dates of collection or distribution. In the case of intestacy, the 
treatment of advancements to the decedent’s children is somewhat 
similar, except that interest is not generally charged. However, if 
the advancement to such child equals or exceeds his portion of the 
estate, he is entitled to no further participation, but he is not 
obligated to return any excess of the advance over his distributable 
share. If the advancement is less than the child’s share, he is 
entitled to receive the balance of his share. 

Income accrued* to and including the day of death is a part of 
the principal of the estate and should be included in the inventory. 
If assets are thought to be valueless, they should, nevertheless, be 
included in the inventory, with a statement that they have no 
value. 

Although real estate titles pass directly to heirs or devisees 
without passing through the fiduciary, it may be desirable that 
real estate be inventoried, in order to fulfill the requirements of 
state inheritance laws and the federal estate tax laws. Moreover, 
in some states the real estate must be included in the inventory 
because the inventory, filed with the proper county officer, serves 
as evidence of the passing of title. 

Any assets discovered after the inventory is completed should 
be reported in a supplementary inventory. 

The total of the assets reported in the original and any sub- 
sequent inventories constitutes the principal or corpus of the estate. 

Legacies and devises. A legacy (or bequest) is a gift of per- 
sonal property made by a decedent in his will; the recipient thereof 
is called a legatee. A devise is a gift of real estate made by a decedent 
in his will; the recipient of the gift is called a devisee. 

A specific legacy is a gift of some particular property, as a 
watch, a library, or a specifically described investment. 

A demonstrative legacy is a legacy payable in cash out of a 
designated fund. 

A general legacy is a gift of a sum of money. he 

A residuary legacy includes all personal property remaining 
after the payment of debts and charges and all other legacies. The 
residuary legatee receives ‘‘all the rest, residue, and remainder’’ of 


the personal estate. 


* See subsequent section, “Questions of accrual,” for the classes of income whicit 
are recognized as accruing in the field of estates and trusts. 
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Legacies may be paid at any time after the fiduciary takes 
charge; but unless the estate is clearly sufficient to pay all debts, 
charges, and legacies, the fiduciary should defer the payment of 
the legacies at least for the legal executorial period, so that he can 
determine the amounts of the debts and charges; otherwise, he 
may incur a personal liability to creditors. Any liability owed to 
the estate by a legatee should be offset against his legacy. 

Does accrued income on a specific legacy at the date of the 
decedent’s death belong to corpus, or does it go with the gift to 
the legatee? The law on this subject does not seem to be well 
settled, and a fiduciary faced with the question should apply to 
the court for a ruling. 

Interest on all unpaid legacies begins to accrue at the end of 
the executorial period, which varies in different states. 

Liabilities. In some states it is obligatory, and in all states it 
is advisable, for the fiduciary to give published notice to creditors 
of the decedent to present their claims within the legal time limit. 
Claims will be presented to the fiduciary, or to the court, depending 
on the law of the state; presentation usually is made to the fidu- © 
ciary. The fiduciary should include a statement in his accounting 
to the court showing the nature and extent of the claims filed. 

Any claims which the executor considers invalid, he should 
reject; he is in duty bound to set up all legitimate defenses, includ- 
ing the statute of limitations and the statute of frauds. In some 
states, creditors whose claims have been rejected may appeal to 
the probate court; in other states, they must bring suit in the 
ordinary manner. 

The debts and charges have precedence over legacies. If the 
residuary personal estate is not sufficient to pay the debts and 
charges, provision for their payment will generally be made by 
abatement (that is, by scaling down) of legacies, in the following 
order: 


(a) General legacies (including such part of any demonstrative 
legacy as is not covered by the fund indicated for the 
payment thereof). 

(b) Specific legacies. 


If the entire personal estate is insufficient to pay the debts and 
charges, the fiduciary may sell, mortgage, or lease the decedent’s 
realty to obtain funds for the payment of all proper debts and 
charges. 

Trusts. The testator may provide in his will that all, or some — 
portion, of the principal of the estate shall be placed in the hands — 
of a trustee, or trustees, who shall keep the fund invested, distribute — 
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the income to one class of beneficiary during a stated period of 
time, and eventually turn over the principal of the trust to another 
class of beneficiary, both being designated in the will. For instance, 
he may direct that the income shall be paid to his widow during her 
life and that, at her death, the principal shall be paid to his children 
or to some institution. Or he may direct that the income shall be 
distributed in equal parts to his children until the youngest sur- 
viving child reaches the age of twenty-five, and that the principal 
shall then be divided equally among them or their surviving 
children. 

A trust created by a will is called a testamentary trust. If the 
trustee is named in the will, he is called a testamentary trustee. The 
person who is entitled to receive the income during a stated period, 
and the person who is entitled eventually to receive the principal, 
or corpus, are both beneficiaries of the trust. The income beneficiary 
is called the cestuz que trust. The cestui que trust is called a life 
tenant if he is entitled to the income during the entire period of 
his life; if he is entitled to the income for a shorter period, he may 
be referred to merely as the income beneficiary; if the income 
beneficiary changes from time to time, each successive beneficiary 
may be referred to as the present income beneficiary. The person 
who is entitled eventually to receive the principal of the trust is 
called the remainderman. The income beneficiary and the re- 
mainderman may be the same person; for instance, a child may be 
entitled to the income of the trust until he attains his majority, 
and to the corpus of the trust at that date. 

The trustee does not take over the duties of the trusteeship 
until the trust property is duly received by him. If real estate is 
included in the trust assets, the trustee takes title to it as of the 
date of the testator’s death, but he does not take title to personal 
property until it is duly turned over to him. However, the trust 
takes effect as of the date of death; hence, the income beneficiary 
is entitled to the income from the trust assets from the date of 
death. 

The trustee’s investments must conform to the state laws which 
prescribe the classes of securities which may be purchased by 
trustees, unless the testator, in the will, authorizes the trustee 
to go beyond the limits allowed by law. The trustee must exercise 
diligence and prudence in managing the trust and must keep the 
funds invested. He is allowed a reasonable time in which to invest 
cash, after which time he may be charged with interest on unin- 
vested funds. 

Principal and income. Executors and trustees must keep 
their records in such a way as to distinguish clearly between the 
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principal and the income. The income beneficiary is entitled to the 
income (that is, the earnings on principal) during his tenancy, and 
the remainderman is entitled to the principal (or corpus). There- 
fore, if cash or property is received, the fiduciary must know, and 
must indicate in his records, whether the cash or property is 
applicable to principal or to income. Similarly, a careful distinction 
must be made between disbursements which are payable out of 
principal and those which are payable out of income. 

The distinctions between principal and income must be made 
by the fiduciary in accordance with the law, unless a contrary 
treatment is prescribed in the will. However, the testator does 
not have carte blanche in his testamentary directions; he must not 
violate such paramount legal restrictions as, for example, the 
prohibition against illegal accumulations of income. In cases of 
doubt about the proper classification of an item as principal or 
income, the fiduciary should apply to the court for a ruling. 

The situations calling for a distinction between principal and 
income may be broadly classified as follows: 


(1) Questions of accrual, or apportionment on a time basis. 
(2) Questions of classification. 
(3) Questions of impairment. 


Questions of accrual. The distinction between the cash basis 
and the accrual basis of accounting is well understood as applied 
to ordinary commercial accounts. But some items of income and 
expense that are treated on an accrual basis in commercial account- 
ing are not so treated in estate and trust accounting. 

There are two important dates to be noted in connection with 
the apportionment of items of receipt or expenditure as between 
the income beneficiary and the remainderman: 


The date of the death of the testator. 
The date when the tenancy terminates and the remainderman 
receives the corpus. 


Accruable income on trust assets arising prior to the death of 
the testator belongs to the corpus of the estate, even though it is 
not collected until a subsequent date; similarly, any such expenses 
accrued prior to that date are payable out of principal cash. 

Such income as accrues after the testator’s death up to the 
termination of the tenancy belongs to the income beneficiary or 
his estate, regardless of the date of collection; and expenses accrued 


between these two dates are payable from income cash. Income | 


and expenses accrued after the termination of the tenancy affect 
the interest of the remainderman. If there are several successive 
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income beneficiaries, accruals must be recognized at the close of 
each tenancy. 

What earnings and expenses accrue* and must be apportioned 
between principal and income? 


(1) Interest, in general, accrues from day to day, the interest 
accrued on receivables and investments to and including 
the date of death of the testator being principal, and 
interest accruing during the tenancy being income. 
Interest expense is similarly accrued. But interest on 
savings deposits in banks or savings and loan associations 
is generally not considered to accrue, but is treated as 
income of the period when it is declared to be available to 
account holders. 

(2) Ordinary cash dividends do not accrue, but are generally 
considered income of the period when declared. Thus, 
a dividend declared prior to the testator’s death is corpus, 
even though it is not collected until after his death; 
and an ordinary cash dividend declared during the tenancy 
is income, although paid from earnings prior to the 
testator’s death or paid after the termination of the 
tenancy. In some states the governing date is that on 
which the corporation’s stock records are closed to deter- 
mine the stockholders of record to whom the dividends 
are payable. 

A corporation may occasionally elect, instead of paying an 
ordinary cash dividend, to pay a stock dividend of ap- 
proximately the same amount in order to preserve the 
corporation’s current position; such dividends are gener- 
ally treated in the same fashion as ordinary cash dividends. 

The rule is not so simple in the case of extraordinary 
cash and stock dividends, since the laws with respect 
thereto differ in the various states. In some states such 
dividends during the period of tenancy are classified as 
income, in others they are classified as corpus, and in 
some states extraordinary dividends are apportioned 
between income and corpus. In states where apportion- 
ment is required, the computation is made by determining 
the book value per share of stock owned at the date of 
death (as shown by the paying corporation’s books), and 
the book value per share after the payment of the divi- 


* The laws relative to the distinction between principal and income differ somewhat 
in the several states; therefore, the rules stated in this chapter should be regarded as 
generalizations, subject to state exceptions. 
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dend; if the book value after the payment of the dividend 
is less than that at the date of death, enough of the divi- 
dend must be allocated to corpus so that the book value 
of the stock after the payment of the dividend plus the 
dividend so allocated will be equal to the book value of the 
stock at the date of death. 


If, as frequently happens in connection with property leased 


by one railroad to another, the lessee company guarantees 
the dividends on the stock of the lessor company, divi- 
dends paid by the lessor from funds received from the 
lessee in fulfillment of the guarantee partake of the nature 
of interest, and the accounting therefor should be on an 
accrual basis. 


(3) Rents accrue in most states, although not in all. In the 


states in which they do accrue, rents earned prior to the 
death of the decedent are corpus, and the portion accruing 
during the tenancy is income. A similar rule applies to 
rents paid. 


(4) Taxes on trust property do not generally accrue. Taxes which 


became a lien on the property before the date of the 
decedent’s death are payable out of principal cash; taxes 
which become a lien on the property during the tenancy 
are a charge against income. In many states a specific 
devisee of realty must pay any taxes thereon accrued 
before the death of the testator and remaining unpaid at 
that time. Special assessments for local improvements may 
be chargeable to principal and/or income, depending on 
the benefits resulting from the improvements. 


(5) Partnership earnings do not accrue. The death of a partner 


dissolves the partnership; if the books are closed as of the 
date of his death, the question of accrual does not arise, as 
the earnings to that date will be determined and will be 
classified as principal. However, the partnership articles 
sometimes provide that the books shall not be closed until 
some date subsequent to death; in such cases, the net 
income between the closing date prior to death and the 
closing date subsequent to death is regarded as principal 
in some jurisdictions and as income in others. If interest is 
allowed on a partner’s capital, it generally accrues, in 
accordance with the basic interest rule. 


(6) Contract gains do not accrue. A contract for other than 


personal services entered into by the testator must be 
completed by the fiduciary, but any gain belongs to the 
principal. 
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(7) Livestock born during the life tenancy is income, except to 
the extent necessary to keep the herd intact where such 
an intention is expressed or implied. 

(8) If the trust principal includes land, crops harvested during 
the tenancy are income. If land is given as a devise, crops 
ee: at the date of the testator’s death go with the 
and. 


Questions of classification. There are many items which do 
not involve the question of accrual and apportionment on a time 
basis, but which involve the equally important question of deter- 
mining whether the whole amount should be classified as principal 
or as income. 

Increases or decreases in assets forming part of the corpus are 
classified as corpus; increases or decreases in assets representing 
undistributed income are classified as income. 

Other matters related to the classification of items between 
principal and income are discussed below, under the following 
captions: 


(1) Items applicable to principal. 
(2) Items applicable to the income. 


Items applicable to principal. In general, it may be said 
that corpus should be charged with expenditures which represent 
the payment of obligations incurred prior or incident to the death of 
the decedent, expenses of administration prior to the setting up of 
a trust, and, thereafter, those expenditures which result in ultimate 
benefit to the remainderman. 

The following are some of the expenditures ordinarily chargeable 
to principal: 


(1) Debts of the decedent, expenses of the last illness, and 
funeral and administration expenses. 

(2) Legal fees and court costs incurred in probating the will, 
in defending it against a contest, and in interpreting it. 

(3) Costs of defending the estate against claims rejected by 
the fiduciary. 

(4) Legal fees incurred in connection with a change in fiduciaries. 

(5) Federal estate tax and state inheritance tax (except where 
otherwise prescribed by law). 

(6) Legal fees and other costs of preserving the principal of the 
estate. 

(7) Carrying charges on property which produces no income 
are usually chargeable to principal; otherwise, the desires 
of the testator with respect to the income beneficiary 
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might not be fulfilled, because income from other trust 
assets would be applied to the carrying of unproductive 
assets for the benefit of the remainderman and to the 
detriment of the income beneficiary. 


Premiums on fire insurance policies are usually considered to be 
payable out of income, but in case of loss the proceeds of the policy 
are considered to be a replacement of principal. 

Items applicable to income. All ordinary operating expenses 
of the estate or the trust are payable out of income. These include 
such items as: 


(1) The fiduciary’s commissions for collection and disbursement 
of income. 

(2) Legal fees paid in matters pertaining to the earning of 
income, as distinguished from matters pertaining to the 
preservation of the estate. 

(3) Wages of clerks, and of workmen employed to care for the 
property. 

(4) Costs of caring for and harvesting crops. 

(5) Ordinary repairs to trust property. 

(6) Interest accrued during the tenancy on mortgages and other 
liabilities. 

(7) Insurance premiums (generally). 

(8) Taxes on undistributed income accumulated for the benefit 
of the income beneficiary. 


Repairs and betterments are classified in accordance with the 
usual accounting rule: ordinary repairs are chargeable to income; 
extraordinary repairs are chargeable to principal. Replacements 
and betterments may be apportioned, the portion which makes 
good wear and tear during the period of the trust being charged 
to income, and the balance being charged to principal. Although 
this last-mentioned rule is not difficult to state, it is often very 
difficult to apply. 

Special assessments for local benefits may be paid out of principal 
if the benefits are expected to add lasting value; otherwise, they 
should be paid out of income. In some cases a portion may be paid 
from principal and the remainder from income. 

Mortgages and other investments may become delinquent, and 
for this and other reasons the amount received in liquidation and 
settlement after foreclosure thereof may be less than the sum of 
the original value of the investment, the expenses incurred in 
attempting to preserve and collect the investment, and the uncol- 
lected income. Such receipts are generally apportioned between 
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principal and income so that the loss occasioned by the salvage 
operation will be shared by the income beneficiary and the remain- 
derman without entirely depriving the life tenant of his income 
during the barren period. 

Questions of impairment. If the trust property includes 
wasting assets (for example, such natural resources as mines, 
quarries, oil wells and timber, or such other types as leaseholds and 
copyrights), or assets subject to depreciation (such as a building), 
the fiduciary must consider whether a portion of any receipts there- 
from should be regarded and retained as principal, in order to 
prevent the impairment of the trust corpus. The intention of 
the decedent is controlling in these cases and must be sought out 
carefully. If it appears that the testator intended to give the full, 
undiminished income to the income beneficiary even though the 
principal would thereby ultimately be completely exhausted, no 
deduction from income for the depletion or depreciation factor is 
permitted. If, however, the express or implied intention to pre- 
serve the principal intact appears, the fiduciary is required to 
retain out of the income such an amount as will be sufficient to 
maintain the integrity of the original investment. 

The same rules apply to income derived from similar invest- 
ments held in corporate form—for instance, stock in a corporation 
engaged in exploiting a wasting asset. 

Extraordinary repairs are payable from corpus. Permanent 
improvements to trust property generally are payable out of 
corpus; improvements made solely for the purpose of increasing 
the income-producing power of the property are chargeable to 
income unless there is strong justification for an apportionment. 

Any losses or gains on the realization of assets forming a part 
of the principal are generally considered to be applicable to princi- 
pal. The principal of the estate is composed of the assets left by 
the decedent, or whatever these assets ultimately realize. 

In accordance with this general theory, if bonds left by the 
decedent are inventoried at a premium, turned over to a trustee, 
and held by him until maturity, there will be a book loss of the 
difference between the inventory value and par. But this loss 
is to be borne by principal, for the principal is not considered to 
be impaired if it contains the actual assets left by the decedent, 
or the proceeds of these assets. 

Similarly, if bonds left by the decedent are inventoried at a 
discount, the income beneficiary is not entitled to any income 
representing accumulation of discount; any discount realized at 
maturity, or upon disposition of the bonds, is regarded as an 

ordinary gain to be added to the corpus. 


266 ESTATES AND TRUSTS Ch. 14 


With respect to bonds purchased by the fiduciary at a premium 
or a discount, any desire with respect to amortization expressed by 
the testator will govern. In the absence of any such expressed 
desire, it has been held generally that premiums should be amor- 
tized, but that discounts should not be; there is, however, a strong 
minority opinion that discounts also should be amortized. In the 
determination of the amount of any premium or discount, broker- 
age fees should be regarded as part of the cost of the investment. 
Amortization, when required, may be made by either the straight- 
line method or an effective yield method. If bonds purchased at a 
premium are disposed of before maturity and the unamortized 
portion of the premium is not realized, the loss is generally chargea- 
ble to corpus; similarly, a gain would be credited to principal. 

The right to subscribe for stock is inherent in the stock, which 
is corpus; if, instead of exercising the rights, the fiduciary sells 
them, the estate’s interest in the corporation is diluted by reason 
of the reduction of its percentage of stock ownership; therefore, 
all receipts from the sale of subscription rights, including any gain, 
should be regarded as principal. 


Fiduciary’s Accounts 


Accounting for the estate principal. The function of estate 
or trust accounting differs fundamentally from that of commercial 
or industrial accounting. Commercial or industrial accounting is 
based on the equation: 


Assets = Liabilities + Owners’ Equity 


The books of an industrial concern are kept in such a manner 
as to show the amounts of, and the changes in, these three elements 
of financial condition. 

A fiduciary is placed in possession of certain assets, and his 
records should show how he has discharged his accountability for 
them. His accounts, therefore, are based on the following funda- 
mental equation: 


Assets = Accountability 


The books of an executor or administrator are opened by debit- 
ing asset accounts with the valuations shown by the inventory, 
and crediting a fiduciary accountability account called Estate 
Corpus or Estate Principal. Liabilities are not recorded until the 
fiduciary pays them, thus reducing the total assets for which he is 
accountable. Enough asset accounts should be kept to classify 
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the property adequately. In a small estate, it may be sufficient to 
keep the asset accounts in one ledger; in a large estate, it may be 
desirable to maintain controlling accounts in the general ledger, 
with detailed accounts in subsidiary ledgers. In general, it is 
desirable to keep separate accounts with assets included in the 
inventory and with similar assets purchased by the fiduciary; for 
one reason, the nature of the fiduciary’s responsibility for losses on 
assets purchased by him is somewhat different from his responsi- 
bility for the difference between the inventory valuation of assets 
left by the decedent and the amount ultimately realized therefrom; 
also, bonds included in the inventory and those acquired by the 
fiduciary may be subject to different amortization procedures. 

The fiduciary’s accountability is increased if additional assets 
are discovered after the original inventory is completed; any such 
subsequently discovered assets should be reported in a supple- 
mentary inventory, and should be recorded at their value as of the 
date of death by debiting asset accounts and crediting an account 
called Assets Subsequently Discovered. This is an accountability 
account, and is a supplement to the Estate Corpus account; it is 
desirable to set up the separate account because the executor, when 
making his report to the court, should show under separate head- 
ings the amount of accountability represented by the original 
inventory and the amount represented by assets subsequently 
discovered. 

The executor’s accountability as to corpus is also increased by 
any gains on the disposal of assets, because gains increase the total 
assets of the estate; his accountability is decreased by losses. 
When an asset is disposed of, the asset account should be credited 
with the carrying value; gains should be credited to a Gain on Reali- 
zation account, and losses should be charged to a Loss on Realiza- 
tion account. Such gains and losses may be recorded in the journal, 
or special columns may be provided for them on the receipts side 
of the cash book. 

The executor’s accountability is also decreased by the payment 
of funeral and administration expenses. These may be charged 
to a single Funeral and Administration Expense account if there 
are only a few expenditures of this nature. If the executor is 
required to distinguish, for accounting purposes, between funeral 
expenses and administration expenses, it may be advisable in a 
large estate to open separate Funeral Expense and Administration 
_ Expense accounts; and if there are enough expenditures of this 
nature to warrant doing so, separate accounts may be kept with 
various classes of administration expenses. 
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The executor’s accountability is also decreased (or, expressed 
more precisely, discharged) by the payment of liabilities incurred 
by the decedent. No entry should be made for liabilities until 
they are paid, thus effecting a decrease in the executor’s account- 
ability; when a liability is paid, an entry should be made debiting 
Debts of Decedent Paid (an accountability account) and crediting 
Cash. The charges to the Debts of Decedent Paid account should 
show, in each instance, the name of the creditor. If there are 
many creditors, it may be desirable to treat the Debts of Decedent 
Paid account as a controlling account, and to charge the individual 
liability payments to subsidiary accounts, such as Debts of 
Decedent Paid—John Brown. 

The executor’s accountability is also decreased by the payment 
of legacies. If there are only a few legacies, one account entitled 
Legacies may suffice. If there are numerous legacies, it may be 
desirable to use several accounts. If there are a great many legacies, 
or if inheritance taxes are to be charged against the legacies, or if 
legacies are to be abated in order to pay debts, an account should 
be kept with each legatee, either in the general ledger or in a 
subsidiary ledger. 

Entries in legacy accounts are illustrated below: 


Legacy—John Doe 
Cash 
Payment of inheritance tax. 


Cash 
Legacy—John Doe 
Refund from Doe for inheritance tax paid. 


Legacy—John Doe 
Bonds of X Y Company 
Delivery of legacy to Doe. 


The will may direct that the total inheritance tax shall be paid 
by the estate, thus reducing the residuary legacy. 

The accounts with Assets Subsequently Discovered, Gain on 
Realization, Loss on Realization, Funeral and Administration 
Expense, Debts of Decedent Paid, and Legacies are temporary 
accountability accounts set up to provide information required for 
the executor’s report to the court; after they have served their 
purpose, they are closed to the Estate Corpus account, generally 
after the fiduciary’s report is accepted. 

Accounting for estate income. All of the income of a small 
estate may be credited to a single Income account; in a large 
estate, it is preferable to open separate accounts with the various 
classes of income, such as Interest Income and Dividend Income. 

All expenses deductible from income may be charged to one 
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account called Expense—Income; or separate accounts may be 
kept with various kinds of expense. 

If cash collected as income is paid to beneficiaries, the charges 
should be made to an account called Distributions to Income 
Beneficiaries. If desired, a separate account may be kept with each 
beneficiary to whom distributions are made. 

Summary of estate accounts. As indicated above, a fidu- 
clary’s accounts should show the assets and accountability as to 
corpus, and the assets and accountability as to income. The trial 
balance on page 270 is assumed to have been prepared from the 
accounts of.an executor of an estate involving a trust before his 
final statement to the court was prepared and his books were 
closed. 

Principal and income cash. A fiduciary should keep his 
records in such a manner as to distinguish between principal cash 
and income cash. A form of cash book which accomplishes this 
purpose is illustrated later in the chapter. 

Separate bank accounts may be kept with principal cash and 
income cash, or both may be deposited in one account; if the latter 
procedure is followed, the amounts applicable to principal and 
income can be determined from the balances of the Cash—Principal 
and Cash—Income accounts in the ledger. 


Illustration of Fiduciary Accounting 


A hypothetical case will be used in the remainder of this chapter 
and in the following chapter to illustrate: 


The entries made in an executor’s accounts. 
The statements prepared by the executor. 
The transfer of trust assets from the executor to a testamentary 
trustee, involving: 
The closing of the executor’s books. 
The opening of the trustee’s books. 


George Henderson died on March 31, 1960, leaving a will in 
which he named W. C. Turner as executor and trustee, without 
bond, and in which he disposed of his property as follows: 


Household furniture and $10,000 in cash to his widow. 

Stock of X. Y. Co., amounting to $1,000, to W. C. Turner, in 
lieu of fees as executor and trustee. 

All of the remaining property in trust, the income to be paid 
to his widow during her life, and at’ her death the principal 
to be paid to the Carmody Foundation. 
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ACCOUNTS AS TO PRINCIPAL: 


Accountability Accounts: Debit Credit 


Estate: corpus ire sos- tae okie ale er eee eee ngs ook 81,050 
(The original amount for which the executor was 
accountable, as shown by the inventory.) 

Assets subsequently discovered..................... 450 
(Increase in accountability resulting from discovery 
of additional assets.) 

Gane On realize nloli eee es eee een eae 500 
(Increase in accountability representing excess of 
amount realized for assets over carrying value per 
inventory.) 

Lossvon) realization 2, ere. ve ern ener eee ae eons 300 
(Decrease in accountability resulting from losses on 
asset disposals.) 

Funeral and administration expense................. 535 
(Decrease in accountability resulting from disposal 
of assets in payment of expenses.) 


Debts: of:decedént-paids 9. ahee tes eet ae eee 3,360 
(Decrease in accountability resulting from payment 
of debts.) 
Legacies—Mary Henderson........................ 13,000 
Legaty—-We CG, Turner Jag; 36) Rach ee ate 1,000 


(Decreases in accountability resulting from payments 
to legatees.) 
(The net credit balance of the foregoing accounts is 
$63,805, representing the executor’s accountability 
for the remaining corpus assets.) 

Asset Accounts (Remaining assets, totaling $63,805, for 
which the executor is still accountable): 


PQ: Coz stock Saar ee tee ee ek 10,000 
So-T:Co. bondsaewiree =: nck eee ee eee 25,000 
LM, Conbonds iiss. cient eet a ee Ree 5,000 
Cash==prinicipal Maes. ei bec de See eee noe 23 , 805 

Total balances of accounts as to principal....... ~.. 82,000 82,000 


ACCOUNTS AS TO INCOME: 


Accountability Accounts: 
Income (One or several accounts)................... 4,525 
(The gross amount for which the executor has as- 
sumed accountability to the income beneficiaries.) 
Expense—income (One or several accounts).......... 250 
(Decrease in accountability as to income, resulting 
from payment of expenses applicable to income.) 
Distributions to income beneficiaries................ 500 
(Decrease, or discharge, of accountability, resulting 
from distributions to income beneficiaries. ) 
(The net credit balance of $3,775 in these accounts 
reflects the executor’s accountability for the following 
income assets.) 
Asset Accounts (Remaining income assets, totaling $3,775, 
for which the executor is still accountable): 


Accrued interest receivable .<. a1) mene eee 450 
Dividendsaeceivalee aa pa ara een area ee eee 500 
Cash—incomeét!, O40: Ar date 45 see nents ae gene 2,825 

Total balances of accounts as to income..,........ 4,525 4,525 


Total balances of all accounts, combined......,.. 86,525 86,525 
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The executor was directed to dispose of the patents and include 
the proceeds in the trust fund. Amortization prior to dis- 
posal was not to be charged against income. 


Below and on the following pages is a list of events, with an 
indication of the books used to provide a record of such events. 

The cash books have been presented in skeleton form, the 
purpose being merely to indicate the accounts to be debited and 
credited. To meet the requirements of the reports to be rendered, 
the cash records may show the names of persons from whom 
cash was received and to whom it was paid. The cash disburse- 
ments book should be provided with a check number column, and 
both books would normally have ledger folio columns. And, by 
providing sufficient columns, it would be possible to record on a 
single line each of several transactions which have required two 
lines in the illustrative records. 


Recorded 
Event 
No. Books Dates Events 
April 11 The will was admitted to pro- 
bate, and letters testamentary 
were issued to W. C. Turner. 
th J Ga. “15 The executor filed the following 
inventory with the court: 
(OEY: nok San eee erm ne rn ee $ 700 
Life insurance policies payable to 
CERCA Came caer trae ais 20, 000 
Kept Co. stocCkiiic s. 80 we 1,000 
S. T. Co. bonds, 6%; interest pay- 
able Feb. 1 and Aug. 1....... 25 , 000 
Accrued interest on S. J. Co. 
DOnUS Meet. ree ta ene 250 
P. Q. Co. stock—100 shares..... 10,000 
Dividend declared on March 10 
on P. Q. Co. stock, payable 
Aprils Oke hi. see ae gmc te 600 
Patenten steel rae ane oe 19,000 
Household furniture............ 3,000 
ATIGOMODIC Ay aes eee aa ae ich: oe 1,500 
$81, 050 
(Exempt property set aside for 
the widow is not included in the 
inventory.) 
2 C.R: «20 The executor collected the $20,- 
000 life insurance policies. 
3 C.R. “30 Collected the $600 dividend on 


the P. Q. Co. stock. 
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Recorded 
Event 

No. Books Dates Events 

4 Cr Ds April 30 The executor purchased $5,000 of 
L. M. Co. 6% bonds, F. & A. at 
par and accrued interest in the 
amount of $75. 

5 Gab), May 20 Paid funeral expenses, $300. 

6 Cane June 6 Sold the automobile for $1,200. 

A C.R “15 Discovered a savings bank ac- 
count with a balance of $450. 
Withdrew this balance and de- 
posited it in the estate check- 
ing account. 

3 C.D. July 11 Paid personal property taxes as- 
sessed prior to the testator’s 
death, $260. 

9 C.R. Aug. 1 Collected a $30 dividend on X.Y. 
Co. stock. The stock is a spe- 
cific legacy and the dividend 
will go to the legatee. 

10 GeRy “1. Collected $750 interest on the 
S. T. Co. bonds. 

ll CRs ii 1 Collected $150 interest on the 
L. M. Co. bonds. 

12 C.D. “5 Paid $500 to the widow out of 
income... 

13 ap Sept. 10 A dividend of $500 was declared 
on the P. Q. Co. stock, payable 
November 5. 

14 OM Te “15 Collected royalties on patents, 
$3,000. 

15 C.D. ‘30 Paid legal fees incident to collec- 
tion of royalties, in the amount 
of $250. 

16 C.R Oct. 1 Sold the patents for $19,500. 

17 C.D. ‘10 Paid all liabilities filed against the 
estate, as follows: 

Johni smith: prcenraee $1, 000 
Want Green casa. ser eee 2,100 
Wotaltcnnn ers tee $3,100 
18 C.D. “12 Paid administration expense, 
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Recorded 
Event 
No. Books Dates 
19 Je Oct.-15 
20 Cis: fa-k8 


21 < Kee, OF BF + gral 


22 J. rw pes & 


Events 


The executor turned over the 
household furniture to the 
widow as a legacy. 

The executor paid the widow 
$10,000 in cash as a legacy. 
The executor took the X. Y. Co. 
stock and the $30 dividend col- 
lected on August 1, in settle- 

ment of his legacy. 

The executor recorded the ac- 
crued interest on the S. T. Co. 
bonds and the L. M. Co. bonds. 
(Since there is no change in the 
income beneficiary at this date, 
the transfer from executor to 
trustee could have been made 
without recording income 
accruals. ) 


The student is advised to post the following cash book and 
journal entries to skeleton ledger accounts, and compare the bal- 
ances with those shown in the following trial balance. 

ESTATE OF GEORGE HENDERSON 
W. C. TURNER, EXECUTOR 


Trial Balance 
October 31, 1960 
(Before making executor’s report to court and before closing his books) 


istatercOTpUSiar. «ty tek: © cele ase us 
Assets subsequently discovered..... 
Gain on realization... <......2...:5. 
IossOnyrealizatione 3.0. see 2s - 


Funeral and administration expense 


Debts of decedent paid............ 
Legacies—Mary Henderson........ 
Legacy—W. C. Turner............ 
emOF COMSTOCK fi ee ee ae is ees 
ISielie COs DONUS ace crt eines ae ty See: 
few Vi Cor. DONS, etna a pea m Ss 
(Wash —-prinGl pala nt on fee doce st 6 - 
ATCOMGE ER aor es es Be ae 
Expense—income..............5.. 
Distributions to income beneficiary. . 
Accrued interest receivable......... 
Dividends receivable.............. 
Wash=—INCOMECn 50. wei ole eee 


ka denen wear. Uy 81,050 
ae Dee OA, SAY, 450 
eT ee) Te Pa 500 


kee Lae, aa 1,000 


Bee eee tay We lees na 2,825 


86,525 86,525 
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Executor’s Journal 


1960 
(1) Apr. 15 Life insurance DOLICIOS eee eee ee 20,000 
as of Ns Y COL BtOCK, Re pe ONWRR on Se 1,000 
Mar. 31 S. T. Co. bonds, 6% CE OTAR NEC Feet. ede 25,000 
Accrued interest receivable............... 250 
TRO CO seta et. ete tes eo aoe 10,000 
Dividends, receivable. oo. oes Alo can wo. 600 
|e ee acne Come ee er ea a 19,000 
Housenold furniture, 1.0. -85% cokes. A bosses, 3,000 
AULOM ODT OM = ate ett Vigo ES hv a ees re, 1,500 
Pstates@Orpusts 4. 6. vx: oes ee. a. 80,350 
Assets, per inventory. 
(13) Sept. 10 Dividends receivable..................... 500 
IN COMICHLR 5 FN es ee ae 500 
Dividend declared on P. Q. Co. stock, 
payable Nov. 5. 
(19) Oct. 15 Legacies—Mary Henderson............... 3,000 
Household furniture................. 3,000 
Satisfaction of specific legacy. 
(21) 20. Gegacy—-W Ci furor? . Aa ea eh eee. 2 1,000 
Xe i ComstOCkinn hak co. eet oc anutentet 1,000 
Specific legacy. See cash book entry for 
dividend. 
(22) 31 Accrued interest receivable............... 450 
IN GOI Gea Rae a Ene are A ten ee ee 450 


3 months’ interest on S. 7’. Co. bonds $375 
3 months’ interest on L. M. Co. 


In connection with the recording of declared dividends and 
accrued interest, it should be realized that the cash basis of ac- 
counting usually is satisfactory until the executor makes his final 
accounting, and even then it is acceptable unless the recording of 
accruals is necessary in order to effect an equitable distribution. 
In this illustration it would not be essential; the accruals are set 
up merely to indicate the procedure, which is permissible even 
though not necessary. 
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Estates and Trusts 


(Concluded) 


Fiduciary’s report to the court. The exact form of the state- 
ments to be rendered by a fiduciary is generally prescribed by the 
forum to which they are presented. The requirements vary con- 
siderably in the several states. It seems impracticable to attempt 
to describe the forms used in all of the states. The charge and 
discharge statements illustrated in this chapter, together with a 
transcript or summary of the cash records, will serve the require- 
ments of examination candidates and will indicate the nature of 
the anformation generally required to be submitted by a fiduciary ; 
the presentation of the information in the form prescribed is largely 
a matter of mechanics. 

Charge and discharge statement as to principal. In the “I 
Charge Myself” section of the statement on the following page, the 
executor summarizes and totals the elements for which he is 
charged with accountability; in the ‘“‘I Credit Myself” section, he 
indicates the decreases in, and discharges of, accountability. The 
balance shows the amount for which he still is accountable. 
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ESTATE OF RICHARD ROE 
JOHN DOE, EXECUTOR 
Charge and Discharge Statement as to Principal 


Period Covered 


I Charge Myself With: 

Assets per inventory (Schedule A)............ 0. cccceeeeecsee $ xxxx 
(The total of the assets listed in the inventory should agree 
with the credit balance of the Estate Corpus account.) 

Assets subsequently discovered (Schedule B).................. PEON 
(The total of this schedule should agree with the credit 
balance of the Assets Subsequently Discovered account.) 

Gain on assets realized (Schedule C)......:. <i... sc ceeccssese Xx 
(This schedule should describe the property sold, and 
should have four money columns, to show carrying or ap- 
praised value, price realized, gain on realization, and loss 
on realization. The total of the Gain column is the amount 
to insert in the charge and discharge statement at this 
point, and it should agree with the balance of the Gain on 
Realization account.) 

Totalechargess ORF ats acre ad ade Ee oreo, By de ee eR: $xxxxx 
(This total shows the amount of the principal or corpus for 
which the fiduciary must account. He accounts for the 
total in the manner shown below.) 


I Credit Myself With: 

Loss on assets realized (Schedule C)..................... $ xx 
(See explanation of this schedule above. The amount 
shown here will be the total of the Loss column of Sched- 
ule C.) 

Funeral and administration expense (Schedule D)......... XXX 
(This schedule will consist of an analysis of the account 
of the same title in the ledger.) 

Debts of decedent paid (Schedule #).................... XXX 
(This schedule will contain a list of the debts paid, as 
shown by the ledger.) 

Legacies paid or delivered (Schedule F).................. XXX 
(This schedule should show the total legacies, the inherit- 
ance taxes paid thereon, if any, and payments or deliveries 
to legatees.) 

PROP AICreC tes Serge hoe Me ae ea 8, Re i a eee ae Bee. __XXXX 

Balances(ScheduleiG) a5 suey can teen cone besices # se csg se tS ona $ xxx 
(This schedule should show the assets belonging to the 
corpus of the estate, still in the fiduciary’s possession, and 
should agree with the total of the balances of the open 
asset accounts.) 
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Charge and discharge statement as toincome. The charge 
and discharge statement as to income will contain information as 
indicated below: 


ESTATE OF RICHARD ROE 
JOHN DOE, EXECUTOR 


Charge and Discharge Statement as to Income 
Period Covered 


I Charge Myself With: 
(List all income earned since the decedent’s death, classified 
as interest, dividends, etc. This item may be supported by 
a schedule showing the names of the parties from whom the 
income was received, the dates of the transactions, etc. The 


total should agree with the balance of the Income account.) $xxx 
Total. charges ™® cnc tcccc: ot On ee re nee ene $xxx 
I Credit Myself With: 
Expensesichargeabletoumcome ma eee ee eee $xx 


(This amount should agree with the balance of the Expense— 
Income account; it may be supported by a schedule showing 
names of payees, dates of disbursements, etc.) 

Distributions to income beneficiaries....................... XX 
(This amount should agree with the balance of the account 
with the same title. A supporting schedule may show names, 
dates, and amounts of individual distributions. ) 


Total Credits:.t<t tec ren ee eee 
Balaneée ss sis.wothencsvtees Se eee ee ee ee ee eee $ xx 


If all of the assets have been distributed, or if the residue of 
the estate has been transferred to a trustee, the charges and credits 
in the statements will be equal and the charge and discharge state- 
ments will show no balances. 

If a testamentary trust is not created and the principal and 
income go to the same beneficiary, the separation of principal and 
income in the accounts and statements of an executor may not be 
of great significance, and the report to the court may be made in 
one charge and discharge statement instead of separate statements. 

Illustration continued. The following statements and clos- 
ing entries are based on the accounts of the estate of George 
Henderson. 

The transactions, books of original entry, and trial balance are 
shown in the preceding chapter. 

Statements. The charge and discharge statements and the 
schedules supporting the charge and discharge statement as to 
principal are shown on the two following pages. The illustrative 
schedules are presented in skeleton form; more descriptive data are 
usually included, and the statements are usually signed by the 
parties making the accounting. 
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ESTATE OF GEORGE HENDERSON 
W. C. TURNER, EXECUTOR 
Charge and Discharge Statement as to Principal 


March 31, 1960 to October 31, 1960 
I Charge Myself With: 


Assets per inventory (Schedule A).................. $81,050 
Assets subsequently discovered (Schedule B)......... 450 
Gain on realization (Schedule C).................... 500 
POTS MCHATCCS CRE. SERIO Or Len ee eT ls ee ee $82 , 000 
I Credit Myself With: 
Loss onjrealization; (Schedule @). .... 2: .... 4.6 6+..3 $ 300 
Funeral and administration expense (Schedule D)..... 535 
Debts of decedent paid (Schedule Z)................ 3,360 
Legacies paid or delivered (Schedule F).............. 14,000 
OCs Gredi tsar. .rtat eee Lenten. eer Se EL ae eRe, 18,195 
Balan cerasit0;, PinCipalsats.. ottr bees cons heaters ots et oe $63 , 805 
Consisting of: 
PX OMCOs StOC Kratos ete ya) oa Ee ie ARRON RRL Bo $10,000 
S402 Co POnUB YAEL EO Ces CORT ae ee eee ce 25,000 
TONE COADONGS 3 gan chek se eee eee 5,000 
BCI Tie ea ier ee os! erg eek Sates aes Se 2 rk 23 , 805 
POUR. . UEC aie er Rint ake Lassie Se eee $63 , 805 
Inventory of Assets Schedule A 
March 31, 1960 
CaS Tee ety OS, ho bore nor ede Achat tnano) om fare eens EuesPave sare oie $ 700 
MIELIN SILANE. POMCICS), rast meee eho eid Se oy ee tt nae 20,000 
PRUE CO ROLOC Kee eee see ee nt eee scapes ee ns regis tices cuicalega egite eat 1,000 
Sa et OO MDON GS erent a atae ate ote talite SR ERASE cathe mir ane He neh 25,000 
BCCTUCAHNLETeStTON S11 1 COs DODGS 26 .a set oe oe ke eee 250 
ECM COMSLOCKDIE Re tom Tin pier an ts oe erates Rigs carte eitipe 10,000 
Dividend mdeciaredion 6.0. COGstOCK 6 non 2 02 eee ee 600 
ALONE S rere eae ee TE ir Ie apt eee a 19,000 
Householasturniture ssc. 6.4 cece cir tee tee se 3,000 
PATICGINODIOc tances police ce ee Ee TE ee eee ee Aen 1,500 
ETO ta lie enschede tes ayes Pei oe ware whyehin inte ior Gee eee eee $81,050 
Assets Subsequently Discovered Schedule B 
SAVINGS DANK MCCOUNU Soe ok acs se ae es Lach lebmaes Ohare $ 450 
Assets Realized Schedule C 


Carrying Price 
Value Realized Gain Loss 


ike Insurance POlUCles; ac am ass ols ee $20,000 $20,000 

Dividends receivable on P. Q. Co. stock... . 600 600 

Accrued interest on S. 7. Co. bonds....... 250 250 

Datentviase hy lagen ade & 19,000 19,500 $500 

FAUItOmMO DilOmeeediis foe caer ore ss ceca 1,500 1,200 $300 
ET OC Lacan ER omar GP en an ye $41,350 $41,550 $500 $300 
Funeral and Administration Expense Schedule D 
Paneralexpenses = 50. 22 fag as Pee ns + SS aR AZ: $ 300 
PR MINIStrAtION OXPONSE sos: 6 a sn eden se eee nee es 235 
EOE tLe EA eck. ee emer Lc oe ates, welete Tardy a teas $ 535 
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Debts of Decedent Paid Schedule # 
Jolin: Smith? <o) os. 25 Se Se oe eee ee eee ara er $ 1,000 
Wine Greema.y. . Se SF Ae Oe ae ee ee eee ep aiai 2,100 
Personal! property, taxes s.chas Ami taal. Ole eaeeee ete eee ste tetera erent 260 
Total Seo we 2 aciskawiacs toes csnegenie Se ses hee nO an ne, a $ 3,360 
Legacies Paid or Delivered Schedule F 
Mary Henderson: 
Household! furnitures: 17) abit eee eine ee er $ 3,000 
02) en eee Oe anes MEM ll Shed Se.b% 0's 10,000 $13,000 
W. C. Turner: 
X.Y... Coxstocle . ...c. «cadets tan tiictett oh ete ae iw Ie eee eee 1,000 
And $30 dividend thereon 
Total rales sctissiesiths Site chase, ee re Oe ee eee $14,000 


ESTATE OF GEORGE HENDERSON 
W. C. TURNER, EXECUTOR 


Charge and Discharge Statement as to Income 
March 31, 1960 to October 31, 1960 


I Charge Myself With: 
Interest on S. 7. Co. bonds: 


CollectedSAugust*l2 sree noe ee $750 
Less accrued at date of death, March 31...... 250 $ 500 
Accrued, August 1 to October 31................ i Te 375 $ 875 
Interest on L. M. Co. bonds: 
Collected? Augustili 25 esrcs sree sc ne eee $150 
Less accrued at purchase, April 30........... 75 $ 75 
Accrued, August 1 to October 31..................0 75 150 


Dividend on P. Q. Co. stock: 


Declared butmoticollected= 0...) aac seme ees mel ciara ee 500 
Royalties on.patents <-., Gxyont) em. Ge ete Sas Ree CP ees 3,000 
Total ioharges ® oc. ccs 8+ boa nee ee $4,525 
I Credit Myself With: y 
Expenses applicable to royalties...................... $ 250 
Distribution to income beneficiary—widow............. 500 
Total creditsnic cage cy at ints PM wee TS ee ee 750 
Balance as to: Incomea...coiet nts bo ee ee ee ee $3,775 


Consisting of: 
Dividends receivable: 


Declaredion,.Ps.Os Coustockerges ae ae oe ee ee ee $ 500 
Accrued interest: 
On S:: FiCo. bonds ee dacs te ae ee 375 
On IARMUGCO. DONUEN. 5 cent etn eae mee tee ees 75 
Gash... ens Gist ABR Tee ok Be, ad, eles eee 2,825 
Total sa. ae: Se ee ee $3,775 


Closing the executor’s books. After the executor has 
rendered his final report to the court, his books should be closed. If 
all of the assets have been distributed to the beneficiaries, the asset 
accounts will have no balances, and only the accountability ac- 
counts will remain open. 
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The executor’s accountability accounts should be closed in the 
following manner: 


Corpus accountability accounts: 

Close to Estate Corpus account the Assets Subsequently 
Discovered and Gain on Realization accounts showing in- 
creases in the executor’s accountability, and the Loss on 
Realization, Funeral and Administration Expense, Debts 
of Decedent Paid, and Legacy accounts showing decreases 
in his accountability. 

Income accountability accounts: 

Close to Undistributed Income the income account (or ac- 
counts), the expense account (or accounts) applicable to 
income, and the Distributions to Income Beneficiaries 
account. 


If, as in the illustration of the estate of George Henderson, assets 
remain for transfer to a trustee (W. C. Turner is also trustee), 
balances will remain in asset and accountability accounts after 
the entries indicated above are made. These asset and accounta- 
bility accounts should be closed to an account with the trustee, 
thus completing the closing of the books. 

Following are the journal entries to close the accounts of W. C. 
Turner as executor of the estate of George Henderson. 


Executor’s Journal 


1960 
Nov. 1 Assets subsequently discovered................. 450 
Gain. omrealization 73-0 crac eae eas NEI ar 500 
Histatexcorpusiict.sc vo oR PRA ee eta Tae 950 
To close accountability accounts showing in- 
creases in corpus. 
amStatercOrpUS eta. tre cae rime ete esata 18,195 
ossiomrealization. ty..h)he sean aoe cata ee 300 
Funeral and administration expense......... 535 
Debtsrofidecedent:paldian a, arctan toate 3,360 
Legacies—Mary Henderson................ 13,000 
egacyv— WC HUMMCr. ca se 1,000 
To close accountability accounts showing de- 
creases in corpus. 
iTe GR TYeran aa sys Carey crest ope Tack Ne ROR ER Ee es BOT ea NE ORE 4,525 
WndistribuccaencOme..: 7 oe aan ae 4,525 
To close the Income account. 
1» Undistributed income... «2 ..ereene tstrieks aera 750 
Expense—income........- 22.0.0. s eee e eee 250 
Distributions to income beneficiary....... 500 


To close accountability accounts showing charges 
against income. 
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Executor’s Journal—Continued 


Nov:..1. Estate<corpusiga. fan cee eerie eee 63 , 805 
Undistributedsincomec.. rear 3.0065) 
W. C. Turner, trustee ats eae eae 67,580 


To close the two accountability accounts by 
transfer to the trustee. 


1 W.,.C. Turnens trustecciaanice neereieeen te eee 40 , 000 
PQ: Constockte ee, Fee ee ee 10,000 
S., Bae Coabondstigis s)he. sae ee 25,000 
Lait: Co. bonds? soocec te Meee ee ee 5,000 


To record the transfer to the trustee of corpus 
assets other than cash. 


lsu Wis.Caburnér-.trustees cia emer a eee tener 950 
Dividéendsireceivabletenseeh- piscine a eee 500 
Accrued interest receivable................. 450 


To record the transfer to the trustee of income 
assets other than cash. 


Executor’s Cash Disbursements 


1960 Principal Income 
Nov. 1 W. C. Turner, trustee Transfer to trustee 23,805 2,825 


The trustee’s accounts. The general nature of the trustee’s 
accounts is indicated below; it should be understood that the num- 
ber of accounts and the desirability of using controlling accounts 
will depend upon the size and nature of the trust. 


Aecountability Accounts—Principal: 
Original accountability: 
Trust principal 
This account is credited with the original amount of the trust, and to it are 
closed periodically the following temporary accounts. 
Increases: 
Gains on sales or other realizations 
Increases recognized at distribution 
This account is credited with any excess of the agreed value at which a bene- 
ficiary accepts a trust principal asset in distribution over the carrying value 
thereof. 
Decreases: 
Losses on sales or other realizations 
Decreases recognized at distribution 
Expense accounts applicable to principal 
Asset Accounts—Principal: 
The nature of the asset accounts will depend upon what assets are owned by the 
trust. 


Accountability Accounts—Income: 
Accounts with interest, dividends, etc., or a single income account 
Expense accounts in such detail as required 
Gains on disposal of income assets 
Losses on disposal of income assets 
Accounts with income beneficiaries 
These accounts are credited with the beneficiaries’ distributive shares of income 
and are charged with any distributions to them. 
Asset Accounts—Income: 
Cash 
Accrued interest receivable 
Accounts with any other assets pertaining to income 
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Liabilities will not normally exist, and therefore no accounts for 
them have been mentioned; if any must be recorded, accounts can 
be provided for them. 

Illustration continued—Opening trustee’s books. The 
following entries will open the accounts of W. C. Turner as trustee: 


Trustee's Journal 


1960 
INOVagis or On CON BtOC m=: |. ane aa oe ee ee 10,000 
SWENCOsDOndS kg Seite. Ls Cae tee re ee 25,000 
Le MACobOnds 5 Se,.2822 aot ee oe a 5,000 
UrUsi principales, <5 hen ow = ea 40, 000 
To record the principal assets, other than cash, 
at the inception of the trust. 
1* “Dividends receivables... x ee ein nde ee ee 500 
Accrued interest, receivables... «52.5. a40+.25 6 450 
A GaKeY0s00Y252 & rage lates eee es 950 
To record the income assets, other than cash, 
at the inception of the trust. 
Trustee’s Cash Receipts Book 
1960 Principal Income 
Noy. | Trust principal From executor 23 , 805 


Income From executor 2,825 


Trustee’s reports. The trustee’s periodical reports may be 
prepared in the charge and discharge form. The charges and 
credits shown therein are the credit and debit balances of the 
accounts in the trustee’s ledger, as indicated by the list on page 282. 
Two statements should be prepared: one for principal and one for 
income. 

Closing the trustee’s books. The trustee’s accounts should 
be closed periodically. The accounts showing increases and de- 
creases in accountability as to principal should be closed to the 
Trust Principal account. The accounts showing increases and 
decreases in accountability as to income are closed to the accounts 
with the income beneficiaries. 
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Home Office and Branch Accounting 


Agencies and branches. Agencies and branches both are 
means of projecting the sales organization into territory at a dis- 
tance from the home office; but aside from this common feature, 
the agency and the branch differ very widely in organization, 
management, and control. The points of difference may be sum- 
marized as follows: 


Agency Branch 

Carries a line of samples for in- Carries a stock of merchandise, 
spection, but does not carry a most of which is usually ob- 
full stock for making de- tained from the home office 
liveries to customers. Orders but part of which may be 
are sent to the home office and purchased from outsiders. De- 
deliveries are made by the liveries are made from the 
home office. branch stock. 

Credits passed on by the home Credits passed on by the branch; 
office; receivables carried on receivables carried on the 
the home office books; collec- branch books; collections 


tions made by the home office. made by the branch. 
Working fund for agency ex- Receipts from sales and collec- 

penses provided by the home tions deposited in bank to the 

office, and replenished by the credit of the branch; checks 


home office when exhausted. for expenses drawn by the 
No other cash handled by the branch. 
agency. 


284 
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It is evident from this summary that an agency exercises about 
the same functions as a traveling salesman, while the branch 
exercises most of the functions of an independent business, subject 
to the supervision and control of the home office. 

The foregoing summary is descriptive of the true agency and the 
true branch, but extensions may be made whereby the agency is 
vested with some of the powers of a branch. For instance, the 
agency may carry a stock of merchandise and make deliveries, 
although credits are passed on by the home office and the accounts 
receivable are carried on the home office books. 

On the other hand, some restrictions may be placed on a branch. 
For instance, although the branch may be allowed to pass on its 
own credits, the accounts may be carried on the home office books. 
A very common restriction has to do with cash. The branch may be 
required to deposit all receipts from sales and all collections in a 
bank account in the name of the home office, subject to check by 
the home office only; a working fund for expenses is then provided 
from the home office by a deposit in a separate bank account which 
may be drawn against by the branch, and which is replenished by 
another check from the home office. 

Thus, in addition to true agencies and true branches, other 
establishments exist having some of the characteristics of both— 
agencies exercising some of the functions of branches, and branches 
subject to some of the restrictions which apply to agencies. It is 
neither practicable nor necessary to consider here all of the varia- 
tions from the true agency and the true branch. The accounting 
methods used by the typical agency and the typical branch will be 
illustrated, and it will be understood that, if an agency exercises 
some of the functions of a branch, or if a branch is subject to some 
restrictions which usually apply only to agencies, their accounting 
systems will necessarily be modified to suit the conditions. 

Agency accounts. An agency does not need to keep a double- 
entry system of accounts. All that is necessary is a cash book in 
which to record money received from the home office for its working 
fund, and the disbursements made therefrom for expenses. The 
disbursement record is usually kept in duplicate. When the working 
fund runs low and a replenishing check is desired, one copy of the 
disbursement sheet is sent to the home office, together with the 
vouchers, as evidence of the nature and propriety of the disburse- 
ments, and the other copy is retained by the agency. 

The entries made by the home office will depend on whether 
the management desires to determine the net income of the agency. 
Illustrative entries on the home office books are shown on pages 


286 and 287. 
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Branch accounts. The accounting for a branch is more 
complex. The branch keeps a complete set of books in which to 
record goods received from the home office and purchased from 
outsiders, sales, accounts receivable, accounts payable, and ex- 
penses. The ledger contains an account called Home Office Current, 
which is credited with everything received from the home office 
and charged with everything sent to the home office. The Home 
Office Current account is thus a proprietorship account, showing 
the investment made by the home office in the branch. When the 
branch closes its books, a net income is transferred from Revenue 
and Expense by a credit to the Home Office Current account to 
show the increase in the branch’s accountability to the home office, 
while a net loss is transferred by a debit to the Home Office Current 
account. 

The methods used by the home office depend, to some extent, on 
the price at which goods are billed to the branch. There are three 
typical methods of billing: 


(1) Goods billed to the branch at cost. 
This is the simplest method. 

(2) Goods billed to the branch at an arbitrary value between 
cost and selling price. 
This method is sometimes used in order to keep the branch 
manager in ignorance of the cost of goods sold and hence 
of the earnings of the branch. 

(3) Goods billed to the branch at selling price. 
This method is based on the theory that, if the branch 
charges its merchandise accounts with the selling price 
of goods received and credits its merchandise accounts 
with sales at the same price, the net balance of the mer- 
chandise accounts on the books of the branch should 
represent the selling price of the goods on hand. In other 
words, this method is supposed to provide a perpetual 
inventory of branch merchandise at selling price, and thus 
furnish a check on the goods, which will prevent or detect 
carelessness or fraud. The method works well unless 
frequent changes are made in selling prices; if selling 
prices fluctuate frequently, it is necessary to make so 
many adjustments that the work involved usually out- 
weighs the advantages. 


Ch. 16 HOME OFFICE AND BRANCH ACCOUNTING 289 


SHIPMENTS AT COST. 
occurred: 


(1) Cash sent to the branch, $500. 

(2) Merchandise sent to the branch, $5,000. 

(3) Merchandise purchased by the branch from outsiders on 
account, $1,000. 


Assume that the following transactions 


(4) Sales by the branch: 
CBSIey sa cia las ok ware. WSC? . Wita gM thlncwek ead eee ee ee $2,000 
Onba count, emeee <n ep een eee Ae ie eae tee a ve 5,000 


(5) 
(6) 


Collections from accounts receivable, $4,200. 
Payments of accounts payable, $750. 

(7) Expenses paid, $1,200 

(8) Cash sent to home office, $4,000. 


The following journal entries show the accounts debited and 
credited by the home office and the branch: 


Branch Books 


(1) Cash.. 500 
Home office euerent 500 

(2) Shipments from h. o.... 5,000 
Home office current. 5,000 

MME UTCHASES 1506 ss ee a 1,000 
Accounts payable. . 1,000 

(4) Cash.. 4 Se OOO 

Accounts: receivable Ase 5,000 
Sales. . sees 7,000 

(5) ee i OE 2S co00 
Accounts receivable 4,200 

(6) Accounts pavers ae a 750 
Cash. . fr eh 750 

ia) EXXpenses. 2.2. .625.205-. 1,200 
Geshe basa 1,200 

(8) Home office current..... 4,000 
Casha wet a er. Src 4,000 


Home Office Books 


Branch current.......... 500 
Cashimetir.cin trea 500 

Branch current.......... 5,000 
Shipments to branch. 5,000 

Cashiitieruan cosas ener 4,000 
Branch current...... 4,000 


The Home Office Current account on the branch books now has a 
credit balance of $1,500, and the Branch Current account on the 
home office books has a debit balance of $1,500. 


Combined statements. 


Working papers for the combined state- 


ments are shown on pages 290 and 291. 
The amounts shown in the home office trial balance (other than 
the balances of the Branch Current and Shipments to Branch 


accounts) are assumed. 
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The following statements were prepared from the working 
papers. 
COMPANY A 


Income Statement 
For the Year Ended December 31, 1960 


Sales tee. ene ee te noice eo oo oe oe om lam $25 , 000 
Deduct cost of goods sold: 
Inventory—December 31, 1959...................-. $ 3,000 
Purchases: 226 af tase he thd Sie ne a ee 20,000 
"Pouale ecce de one occ Bee 2 ee eee Bae $23 , 000 
Inventory—-December.31, 196025 ae. eae ae eee 6,500 16,500 
Gross: profitzon sales#/s<2<e Aotas Seen eee $ 8,500 
Deductiexpenses..<cscc ey cd ahenccteiners Oe eee eee eee TOL = 3,900 
Net incomes, d5.43.6.<-netew 2 detente eae eee SOE Sto SE Mer castle etme rials $ 4,600 
COMPANY A 


Statement of Retained Earnings 
For the Year Ended December 31, 1960 


Retained earnings—December 31, 1959........................ $ 400 

Net In COme ain. dus cas cease ie Uae Ree oe ee Gee ree 4,600 

Retained earnings—December 31,1960... <>. 35 es oo ee - $ 5,000 
COMPANY A 


Balance Sheet 
December 31, 1960 


Assets Liabilities and Stockholders’ Equity 
Cashtepe yee coe sos on $ 3,950 Accounts payable............. $ 1,650 
Accounts receivable........... 3,700 
Inventory pet eee 6,500 Stockholders’ equity: 
Capitalstocks J. 6.4 $7,500 
Retained earnings... 5,000 12,500 
$14, 150 $14, 150 
Closing entries. The closing entries on the branch books are: 
Inventory—December 31, 1960....................05 00, 1,500 
Bales: sting-e reds aos eeu Saeed ee ne ea cae eee 7,000 
Shipments from home’ offices; (. 0c... cena Game oe 5,000 
Purchases. cid area Raed tang eevee ae eee ae 1,000 
EXPENSES), 6.0.5 a a m.ciate cetremacein i) Helio eeepc ane ee ae 1,200 
Revenue and expensén. <u aces wn at Re eros one 1,300 
Revenue and expense sc... activisk + sees ene ene cies ee 1,300 
Home office currents. ..2....0- 2. cen eee eee 1,300 
The closing entries on the home office books are: 
Branch curren tess 6tace ae on aires a Ree a ene ee 1,300 
Branch; netimoome Or loss: ny aceareieeee in rata ee 1,300 
Inventory—December 31, 1960...............0.000e0ee- 5,000 
Salees « sfe...as-cb Wie cali erate etre) deca aee itare a ne 18,000 
Shipments to branch’. cre ee. tect cn cet ee tes, en eee 5,000 
Branch net. income: ordogs as 5h oat en eee 1,300 
Inventory—December 31, 1959.................+--+ 3,000 
Purchases 2014: ease BER fos cies eeu renner eee eee 19,000 
EUXPONSeS WM « 5.5) :5)s, ha Orieios poate ceo a eR eo 2,700 


Revenue and expense... -. A te). Shee ee ee 4,600 
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Repained earnings se... «Se Sei. Pos ack-c os bss con oe 4,600 


SHIPMENTS AT ARBITRARY BILLING—FIRstT YEAR. To show the 
slight changes in accounting procedure and working paper prepara- 
tion if the home office bills the branch at an arbitrary percentage 
above cost, we shall repeat the first illustration but shall now 
assume that the home office bills shipments to the branch at 10% 
above cost. The entries on the branch and home office books would 
be the same as in the first illustration (see page 289) with the 
exception of the entries (No. 2) for home office shipments to the 
branch. These entries would now be: 


Branch Books Home Office Books 
(2) Shipments from h.o.... 5,500 Branch current.......... 5,500 
Home office current. 5,500 Shipments to branch 
Costs. Je ee 5,000 
Shipments to branch 
—Loading.-....... 500 


The Branch Current account on the home office books will have 
a debit balance of $2,000, and the Home Office Current account 
will have a credit balance of $2,000. 

In the working papers on pages 294 and 295, the $5,500 debit 
balance in the Shipments from Home Office (in the branch trial 
balance) is reciprocal to the sum of two accounts on the home office 
books: Shipments to Branch—Cost, $5,000 and Shipments to 
Branch—Loading, $500. 

Shipments to Branch—Cost is shown in the Income Statement 
section of the working papers because it is a deduction from the 
home office opening inventory and purchases in the computation 
of the cost of goods sold by the home office. 

Shipments to Branch—Loading is shown in the Balance Sheet 
section as a contra to the Branch Current account; the net of the 
balances of these two accounts is $1,500, the balance that would 
have been in the Branch Current account if shipments had been 
billed at cost. 

The branch ending inventory, $1,650, is based on the home office 
billing prices. The inventory at cost is $1,650 + 110%, or $1,500. 
Adjustment B effects the reduction for combined statement 


purposes, 
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Statements. Since the amounts in the final columns of the 
working papers on page 294, showing the combined results, are the 
same as those in the working papers on page 290, the statements 
would be the same. 

Closing entries. The closing entries on the branch books are 
shown below: 


Inventory=—December31,1960.e eet ee eee 1,650 

Sales 3 5 8) oc te eo Reha See nee eg eS Cem 7,000 
Purchases ie ce5 45. vise ces see eters wae Re ee ae ag ears 1,000 
Shipments from home lofiice. 294s ee 5,500 
EXpensesse 30 Sic ete eee eee ae eae eer 1,200 
Revenue’and expense i.c iss see ee een se 950 

Revenuecand iexpenseh.. 240.6) sock scion 950 
Homeofice curréntie:. 6 eer. eee eee 950 


The closing entries on the home office books are presented below: 


Branch: curren tev. i tose eo A aeaaite clays ES ee 950 
Branchimet income Oniossssr eee ee eee 950 

Shipments to branch—Loading.....................-+.-- 500 
iLoading:in branchtinvyentonyss.. ssn oe ae eee 150 
Branch net: incomeiorlossisiset ae ee eee 350 


To apportion the balance in the Shipments to Branch— 
Loading account between the amount applicable to the 
December 31, 1960 inventory and the amount representing 
a correction of the branch net income per its books. 


(In any balance sheet prepared from the home office books alone, 
the $150 credit balance in the Loading in Branch Inventory 
account would be deducted from the debit balance in the Branch 
Current account; or the balance sheet may show only the net 
amount.) 


Inventory—-December 31, 1960...............2...-..05- 5,000 

Bales 2a ius crdaugierstcer th th ees nec ae OSORNO R ar ote ene at a a 18,000 

Shipments: tor branch—Cost-syrwe aoe eines anes eee 5,000 

Branchinetiincomeror (Ossian aa eee ees eee 1,300 
Inventory—December 31, 1959..................... 3,000 
Purchasesn: ad. hi asies ae ee eee 19,000 
Expenses. si. dto nde sue, oiee is: Seed ee Re Ecce 2,700 
Revenue and expenses ai.5 F< ac coven wernt eee ita: 4,600 

Revenue and expense sedges cs «an sein oe eee 4,600 
Retained earnings .: Bene. cick hs wen eee eee 4,600 


SHIPMENTS AT ARBITRARY BILLING—-SECOND YEAR. In the pre- 
ceding illustration, the branch had no opening inventory. To 
illustrate the treatment of a loading in an opening inventory of a 
branch, we shall eontinue the Company A illustration through 
1961. The working papers are on pages 298 and 299. It is assumed 
that the branch inventory on December 31, 1961, as reported by 
the branch was $2,640, and that the inventory on a cost basis was 
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$2,640 + 110%, or $2,400. The working paper procedure is similar 
to that in the preceding illustration, with two new features related 
to the loading in the opening inventory: 


In the working papers, the $150 credit balance in the Loading 
in Branch Inventory account on the home office books is 
applied, by an adjustment, against the branch opening 
inventory of $1,650. 

In the computation of the home office and branch net income, 
$150 opening inventory loading is added to the branch net 
income per books. 


Closing entries. The closing entries on the branch books are 
shown below: 


Inventory——December 31,1961... 5.0. 2. hee eee as 2,640 

(Se ESE OS, 4 Serato ann sees cee EM ha RY ae Me PO arama: 13,100 
iiiventory—_Decemperra1,d1960%- es oe ee 1,650 
Shipments from home office...................2.05. 7,150 
PURCHASES: He meta note aes) tl earslelcie lanka ee. eee ae 3,000 
ESP OTRO MN ere mic. Bee pene? oon G hide haces Wh. cue mee 2,100 
RevenUGJANGICPCUROL, cccrens occ osdy at en en 1,840 

Revenerand Cxpenseawer tac. eAtaua0e & bial ee oon 1,840 
PONG OLGE: CURE, 5, 0c):,. see es ia Es 1 Pc as es 1,840 


The closing entries on the home office books are presented 
below: 


IBTANC Hi CUPEORGIe Siete taten Senate fie Siena Dea a aM eine SAAR 1,840 
Branch meteHncome-Orioga: an. sa eer ee oe aie: 1,840 
To take up branch net income per branch books. 
Shipments to branch—Loading=.....2.6....).:.242-.00- 650 
Loading insbranchiinventorys a)... 4c omiee tee ea. 4 90 
Branch net income omlosstrc.: mans cyte oo od Sacred as 560 


To close the Shipments to Branch—Loading account; in- 
crease the Loading in Branch Inventory account from $150 
(1960 amount) to $240 (1961 amount); and adjust the 
branch net income for loadings. 


Inventory— December 31, 19610... 0... ee 6,350 

TLCS peed Me i eh nate et ee ee Cpu Rane tio thes teh Mon Se 23 , 600 

Shipments to branch—Coah.. <b aah ie ee ee 6, 500 

ptanchenet INcOMe OF LOSsa nonin cse. ree ee os ee oe 2,400 
Inventory—December 31, 1960...................5. 5, 000 
PUL OUAS OSE oe tee er We eee <a e crsc ceptor cemn cena. oA 22,280 
PR OUME Srp di. ots ssn ee eae te Rete wt Salts eee 4,700 
ReVventicwndiex penser em Mme ha ss i ee a 6,870 

REVEL CERT LEXDCDSOS on sr te stored a og ofthe ai. cle RAE Pane 6,870 
IRELAINCCHCAENIN GS ee tcerratictes aie te oles re Ss, meee A shen BS 6,870 

etainie dacAr TIN oS nmwn ra ape etty eens ha oc ecrcre sae Wea mea 1,000 


DIV CLG So etry Meta Ses tr ane nseinodoiaoie. Bas 1,00€ 
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SHIPMENTS AT SELLING PRICE. When goods are billed to the 
branch at selling prices, the accounting procedures are the same as 
those shown in the preceding illustrations; however, instead of 
reducing the branch inventory from billed price to cost by a 
percentage computation based on a uniform rate of loading, dif- 
ferent departmental loading rates may be applied or the cost of 
each branch inventory item may be separately computed. 

Fixed assets. The fixed assets of a branch are usually carried 
on the home office books. If this method is followed, a purchase of 
fixed assets by the home office for the branch is recorded on the 
home office books by a debit to Branch Furniture and Fixtures (or 
other fixed asset account) and a credit to Cash. No entries will 
appear on the branch books. If the fixed assets are purchased by 
the branch, the entry on the branch books debits the Home Office 
Current account and credits Cash. The branch will report the 
purchase to the home office, and the home office will debit Branch 
Furniture and Fixtures (or other fixed asset account) and credit 
the Branch Current account. 

Branch expenses on home office books. Some expenses 
applicable to the branch operations may appear on the home 
office books instead of on the branch books. For instance, if the 
fixed assets are carried on the home office books, the depreciation 
entries will be recorded on these books. After taking up the net 
income as shown by the branch, the home office should make an 
entry on its books debiting Branch Net Income or Loss and credit- 
ing Depreciation Expense. 

If any of the home office expenses are to be apportioned in part 
to the branch, entries may be made debiting the Branch Net 
Income or Loss account and crediting the expense accounts. The 
balance of the Branch Net Income or Loss account will then repre- 
sent the net income of the branch (if there is no loading in the 
home office billings to the branch), and this balance will be trans- 
ferred to the general Revenue and Expense account. 

Reconciliation of reciprocal accounts. The Branch Cur- 
rent account on the home office books and the Home Office Current 
account on the branch books are supposed to be reciprocal, but in 
actual practice this condition rarely exists, because entries made by 
the home office for remittances of cash and shipments of mer- 
chandise may not be taken up on the branch books until some time 
later, when the cash and merchandise are received; and because 
entries on the branch books for cash remitted to the home office 
may not be taken up by the home office for several days, while the 
cash is in transit. 
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Adjustments to bring the two current accounts into agreement 
should be made before the working papers are prepared. Any 
shipments made by the home office and not received by the branch 
at the closing date should be taken up on the branch books by a 
debit to Merchandise in Transit and a credit to Home Office 
Current. Any remittances made by the branch and not received by 
the home office at the closing date should be taken up on the home 
office books by debiting Cash in Transit and crediting the Branch 
Current account. Other necessary adjustments should be made in a 
similar manner. 

Interbranch transfers. If merchandise is shipped from one 
branch to another, or if other assets are transferred between 
branches, the branch parting with the asset should debit the Home 
Office Current account and credit the asset. The branch receiving 
it should debit the asset and credit its Home Office Current ac- 
count. The home office should debit the current account of the 
branch receiving the asset, and credit the current account of the 
branch parting with the asset. No branch should carry an account 
with any other branch; all interbranch transfers should be cleared 
through the home office current accounts. 

Freight. Freight on goods received by the branch can properly 
be included in the branch inventory, on the basis of the same 
principles which apply to freight in. But if goods are shipped from 
one branch to another, the branch receiving the goods should 
include in the inventory valuation only such an amount of freight 
as would have been paid if the goods had been shipped directly 
from the home office; any excess freight should be recorded on the 
home office books as an expense. 

To illustrate, assume that $500 worth of goods are shipped from 
the home office to Branch A at a freight cost of $25. These goods 
are reshipped by Branch A to Branch B at an additional freight 
cost of $20, which is paid by Branch A. If the goods had been 
shipped from the home office to Branch B, the freight cost would 
have been $30. The entries on the various books should be: 


For shipment to Branch A: 


Home office: 


BAM CHCA sy ores chee tie ects nearer ta Es aPte aves le taere sayetet ye 525 
Shipments to, Branch Ane. peal snide 5 He bs iv bio See 500 
(GHANA GE pte oso duno boc con U COS DOCS ROOD U TO HOUOTOR OD oe 25 
Branch A: 
Shipments from home office..........---.00+++0s PORES Pome 500 
DRS 04 S11 ee a aed eed Coc a a em eo ae eae Se 25 


Hoimetothcercurrents mtn teagan e nae ee ces 525 
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For shipment from Branch A to Branch B; 


Branch A: 


Home: ofice’eGrrenth Sitti Saree eae nther acing sere: 525 
Shipments frony home.offices fy. arr 2 n-)s art separ): care 500 
Preigh tan seo capes n pence eis «Sat aa Sen ean er 25 


Branch B: 


Shipments toni OUNe OL Ce em eee stent eee eee ene 500 
Preight innate fal RUS Ser TE Pe tee took tance asta aatiee 30 
Home. officetcurrent ors. bree ers Sania ee cen 530 


Home office: 


ShipmentsitorBranehyA Sekhsaria sroebar eeeser de eee: 500 
Shipments ito, Branch Baseman eer ar ree 500 


BrancheB. currente.,..2vicecdesn. choke: baie ten: ori i ae ee 530 
linverbranchyvex cessrl rel tte ieee aarti renee ore ee a cee 15 
Branch?A-current208 te pee ee ee ee, een 545 


Branch records on home office books. The foregoing illus- 
trations of branch and home office entries are based on the assump- 
tion that a detailed double-entry set of records is maintained by 
the branch. This is not always the case. Some companies prefer to 
have the branch make daily reports to the home office from which 
the records of sales, collections, purchases, expenses, and so on, can 
be made directly on the home office books. When this is done, the 
entries become similar to those discussed at the beginning of this 
chapter under the title of ‘‘ Agency accounts’’; whether or not the 
home office maintains a classified record of sales by branches and 
other records sufficient to permit the determination of gross and 
net profit by branches is purely a matter of preference to be 
determined by the management. 


GrEPAIPIDE RSE) VeEPNTHe E N 


Parent and Subsidiary Accounting 


Consolidated Balance Sheet 


Reasons for subsidiaries. If one company owns a controlling 
interest in another company as a result of stock ownership, a 
parent-and-subsidiary relationship exists. Some of the reasons 
why corporations acquire or organize subsidiaries are mentioned 
below: 


Companies which produce required supplies, parts, and raw 
material may be acquired as subsidiaries in order to assure a 
steady flow thereof at a favorable price and without resort to 
outsiders. 

The control of subsidiaries may reduce competition or produce a 
more advantageous coverage of the competitive field. 

It is advisable to segregate operations which are subject to 
governmental control. For instance, a well-known manufactur- 
ing company has a subsidiary railroad company, which is 
subject to Interstate Commerce Commission regulations. 

State income and other tax laws often make it desirable to 
organize subsidiaries to facilitate the determination of, and 


frequently to minimize, the amounts of taxes. 
303 


304 PARENT AND SUBSIDIARY ACCOUNTING Ch. 17 


If a new venture is to be undertaken, a subsidiary may be 
organized to limit the capital at risk. 

If a going concern is acquired, its name may have value. 

A corporation may be able to acquire a controlling interest in 
another company by purchase of its stock, whereas it might be 
difficult or even impossible to obtain the necessary stock- 
holder authorization for the sale of the company’s assets. 

In big, diversified businesses, the size of each unit may be so 
great as to require management by a separate group of 
directors and officers. 

By acquiring only a controlling interest in the voting stock of a 
subsidiary, which may also have funds obtained by the issu- 
ance of nonvoting shares of other classes, the parent can 
extend its activities with a minimum investment. 

An earning leverage can be obtained by the parent company if it 
holds common stock, and if part of the subsidiary’s capital is 
represented by nonparticipating preferred stock. 


Nature of a consolidated balance sheet. If a company 
operates an unincorporated branch, a combined balance sheet of 
the home office and the branch may be prepared. For instance, 
assume that Company P establishes an unincorporated branch to 
which it transfers $10,000 in cash and $20,000 in merchandise; it 
may prepare the following combined balance sheet working papers 
at the date of the establishment of the branch and the combined 
balance sheet on page 305. 


COMPANY P 
Home Office and Branch 
Combined Balance Sheet Working Papers 


July 31, 1960 
Adjustments and 
Assets Company P Branch S Eliminations Combined 
Casheretnie es Aare 25,000 10,000 35,000 
Accounts receivable. . 35,000 35,000 
Merchandise inven- 
COL Vir coe Mawar eat 60,000 20,000 80,000 
Branch current...... 30,000 30,000 A 


Liabilities and 
Stockholders’ Equity 


Accounts payable. ... 40,000 40,000 
Home office current. . 30,000 30,000 A 

Capital stock........ 100,000 100 , 000 
Retained earnings... . 10,000 10,000 


150,000 30,000 30,000 30,000 150,000 150,000 
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In these working papers, the balances of the two reciprocal 
current accounts are eliminated because they represent mere 
intracompany relationships. 


COMPANY P 
Home Office and Branch 
Balance Sheet 


July 31, 1960 
Assets Liabilities and Stockholders’ Equity 

PASM gee tere uy 0 4 see OD, O00 ACCOUNTS payable.:.< maine Mane 40,000 
Accounts receivable......... 35,000 
Merchandise inventory...... 80,000 Stockholders’ equity: 

Capital stock. .... $100,000 

Retained earnings. 10,000 110,000 

$150, 000 $150,000 


Let us now assume that Company P, instead of establishing an 
unincorporated branch, organized a subsidiary called Company S, 
and that Company S issued capital stock of $30,000 par value to 
Company P in exchange for $10,000 in cash and $20,000 worth of 
merchandise. Company P becomes a parent company; Company S 
is a subsidiary. 

Although parent and subsidiary companies are separate corpo- 
rate entities, they constitute a single business organization, and it 
may be desired to prepare a consolidated balance sheet to show 
their combined assets and liabilities. The working papers for the 
consolidation of the balance sheets of Company P and its sub- 
sidiary, Company S (see page 306), are similar to those for the 
combined balance sheet of the home office and its branch, except 
for the difference in the names of the reciprocal accounts. 

In the home office and branch illustration on page 304, the 
reciprocal accounts are: 


Branch Current Home Office Current 
(On Home Office Books) (On Branch Books) 


30, 000 | 30,000 


The reciprocal accounts on the parent and subsidiary books are: 


Investment in Stock of Company S Capital Stock 
(On Parent’s Books) (On Subsidiary’s Books) 


30,000 | 30,000 


The reciprocal accounts of the parent and subsidiary are elimi- 
nated in the working papers on page 306 because they represent 
mere intercompany relationships. 
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COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet Working Papers 


July 31, 1960 
Adjustments and 
Assets Company P Company 8S Eliminations Consolidated 
Cash oi caoter ene 25 ,000 10,000 35 , 000 
Accounts receivable 35,000 35, 000 
Merchandise inven- 
tOLY:) 3 ade cee 60,000 20,000 80, 000 


Investment in stock 
of Company S 
(1100:972)) eee 30,000 30,000 A 


150,000 30,000 


Liabilities and Stockholders’ Equity 


Accounts payable. . 40,000 40,000 
Capital stock: 
Company P..... 100,000 100,000 
Company S..... 30,000 30,000A 
Retained earnings. . 10,000 10,000 


150,000 30,000 30,000 30,000 150,000 150,000 


COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet 


July 31, 1960 


Assets Liabilities and Stockholders’ Equity 
Cash acta ere oe ee $ 35,000 Accounts payable............. $ 40,000 
Accounts receivable......... 35,000 
Merchandise inventory...... 80,000 Stockholders’ equity: 
Capital stock..... $100,000 
Retained earnings. 10,000 110,000 
$150, 000 $150,000 


Purpose of the consolidated balance sheet. From a legal 
standpoint, the parent company owns the stock of its subsidiary; 
it does not own the subsidiary’s assets nor owe the subsidiary’s 
debts. The unconsolidated balance sheet of a parent company 
shows, among the assets, the parent’s investment in the stock of the 
subsidiary, and thus presents its financial condition from the legal 
point of view. 

But such a balance sheet does not give a comprehensive picture 
of financial condition from what may be called a business point of 
view. The parent company controls the subsidiary’s assets although 
it does not own them. The consolidated balance sheet ignores the 
legal fact of separate corporate entities and shows all of the assets 
which the parent company owns or controls and all of the liabilities 
to which these assets are subject. 

The unconsolidated balance sheet of the parent company and 
the consolidated balance sheet serve different purposes. An 
unconsolidated balance sheet of the parent company should be 
used when it is desired to show the financial condition of the 
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parent company from a legal standpoint as a separate corporate 
entity. 

A consolidated balance sheet should be used when the legal 
reality of separate corporate entities can be safely ignored and it is 
desired to show, in a single statement, all of the assets which the 
parent company owns or controls and all of the liabilities to which 
these assets are subject. 

Purchase of a subsidiary. Organizing a subsidiary is not the 
only way of acquiring one. A corporation may acquire a subsidiary 
by purchasing, from shareholders, the stock of an existing company. 
In such cases: 


The price paid for the subsidiary stock may be equal to, or 
different from, its book value as shown by the accounts of 
the subsidiary. 

The parent company may acquire control of the subsidiary 
although purchasing less than 100% of its stock. A minority 
interest in the subsidiary then exists. 


These matters are considered on the following pages. If a con- 
solidated balance sheet is prepared at the date of acquisition, the 
intercompany eliminations are made in conformity with the fol- 
lowing rule: 


Eliminate from the subsidiary’s stockholders’ equity accounts the 
amounts that represent the parent’s equity therein. 

Eliminate an equal total (or net) amount from the parent’s invest- 
ment account. 


All of Subsidiary Stock Acquired at Book Value 


When the stock of a going concern is purchased, the subsidiary 
probably will have retained earnings or a deficit at the date of 
acquisition. 

Case 1. SuBSIDIARY RETAINED EARNINGS AT ACQUISITION. It 
is assumed that, at the date of acquisition, the subsidiary had 
capital stock of $50,000 par value and retained earnings of $15,000, 
and that the parent company acquired all of the stock at its book 
value of $65,000. 

In accordance with the rule stated above, eliminations of recip- 
rocal amounts are made in the working papers as follows: 


From the subsidiary’s: 
Capital stock—100% of $50,000. ...........-- eee e eee eee $50 , 000 
Retained earnings—100% of $15,000.................--0---. 15,000 


From the parent’s investment account....... PE ees Bete $65 , 000 
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COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet Working Papers 


(Date of Acquisition) 


Adjustments and 


Assets Company P Company S Eliminations Consolidated 

Cashiee crn ne poe 9,000 31,000 40,000 
Accounts receivable. . 5,000 15,000 20,000 
Merchandise inven- 

‘LOR Veo pore caso tee ee 11,000 24,000 35,000 
Investment in stock of 

Company S (100%) 65,000 65,000 A 

90,000 70,000 

Liabilities and Stockholders’ Equity | ani 
Accounts payable... . 10,000 5,000 15,000 
Capital stock: 

Company P....... 75,000 75,000 

Company S....... 50,000 50,000 A 
Retained earnings: 

Company.P...,. o- 5,000 5,000 

Company S....... 15,000 15,000 A 


90,000 70,000 65,000 65,000 95,000 95,000 


Adjustments and Eliminations 
A—Book value of subsidiary’s stock at date of acquisition. 


The following consolidated balance sheet was prepared from the 
foregoing working papers. 


COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet 


(Date of Acquisition) 


Assets Liabilities and Stockholders’ Equity 
Casi mie cnn eet ae ee $40,000 Accounts payable............. $15,000 
Accounts receivable........... 20,000 
Merchandise inventory........ 35,000 Stockholders’ equity: 
Capital stock...... $75,000 
Retained earnings. . 5,000 80,000 
$95 , 000 $95, 000 


A purchased subsidiary’s retained earnings at the date of 
acquisition should never be treated as part of the consolidated 
retained earnings. If such a treatment were permitted, a parent 
company could increase consolidated retained earnings merely by 
purchasing a subsidiary with a credit balance in its Retained 
Earnings account. 

The subsidiary’s retained earnings at the date of acquisition are 
part of the book value of the stock at that date and must be elimi- 
nated, together with the subsidiary’s capital stock, in the process of 
preparing consolidated financial statements. 

Case 2. SUBSIDIARY DEFICIT AT ACQUISITION. It is now as- 
sumed that, at the date of acquisition, the subsidiary had capital 
stock of $60,000 and a deficit of $15,000, and that the parent 
company acquired all of the stock at its book value of $45,000. 
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The eliminations, made in accordance with the stated rule, are: 


From the subsidiary’s: 


Capital stock—100% of $60,000. 2.0.0.2. oe. 00 loc: $60 , 000 
Retained earnings—100% of $15,000 (deficit)................. 15,000 
From the parent’s investment account......................... $45 , 000 


COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet Working Papers 


(Date of Acquisition) 


Adjustments and 


Assets Company P Company S Eliminations Consolidated 
OUYS] (is Cea eee ae 16,000 14,000 30, 000 
Accounts receivable. . 4,000 16,000 20,000 
Merchandise inven- 
COLL Bree eS, Ss F104 15,000 25,000 40, 000 
Investment in stock of 
Company S (100%) 45 , 000 45,000 A 
80, 000 55,000 
Liabilities and Stockholders’ Equity 
Accounts payable... . 20,000 10,000 30,000 
Capital stock: 
Company Pos. ..- 50,000 50,000 
Company ’S...°.°- 60,000 60,000 A 
Retained earnings 
(deficit *) : 
Conipany tse 10,000 10,000 
Company S....... 15 ,000* 15,000 A 
80,000 55,000 60,000 60,000 90,000 90,000 


Adjustments and Eliminations 
A—Book value of subsidiary’s stock at date of acquisition. 


Differences Between Cost and Book Value at Acquisition 


Cost in excess of book value. Assume that a company paid 
$65,000 for all of the stock of a company with capital stock of 
$50,000 and retained earnings of $10,000 at the date of acquisi- 
tion. After eliminating from the investment account the $60,000 
book value at acquisition, what should be done with the remaining 
$5,000? 

The traditional answer to this question was: Show it in the 
consolidated balance sheet as goodwill. In recent years, the 
propriety of this procedure has been questioned and alternative 
procedures have been suggested. The traditional (and still widely 
accepted) procedure is illustrated in this chapter. Alternatives are 
discussed in a subsequent chapter. 

Case 3. Goopwitu. At the date of acquisition, the subsidiary 
had a capital stock of $50,000 and retained earnings of $10,000. 
The parent acquired all of the stock for $65,000. 

Observe, in the following working papers, that the cost of the 
investment is divided into its two elements: the book value at the 
date of acquisition and the excess of the cost over the book value. 
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These two elements may be recorded in separate accounts on the 
parent’s books; if the total cost is recorded in one account on the 
parent’s books, the elements may be separated for working paper 
purposes. 

Observe, also, that the reciprocal element (book value at 
acquisition) is eliminated and the nonreciprocal element (excess 
of cost over book value) is extended to the Consolidated column. 

COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet Working Papers 
(Date of Acquisition) 
Adjustments and 


Assets Company P Company S Eliminations Consolidated 
Cash: ANA) Mies) as: 5,000 35,000 40,000 
Accounts receivable 10,000 15,000 25,000 
Merchandise inven- 
TONY cee aor 20,000 25,000 45,000 


Investment in stock 
of Company S 
(100%): 
Book value at 
acquisition. . 60,000 60,000 A 
Excess of cost 
over book 
value— 
Goodwill... . 5,000 5,000 
100,000 75 , 000 
Liabilities and Stockholders’ Equity 
Accounts payable. . 10,000 15,000 25,000 
Capital stock: 
Company P..... 75 , 000 75, 000 
Company S..... 50,000 50,000A 
Retained earnings: 
Company P..... 15,000 15,000 
Company S..... 10,000 10,000A 


100,000 75,000 60,000 60,000 115,000 115,000 


Adjustments and Eliminations 
A—Book value of subsidiary’s stock at date of acquisition. 
COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet 
(Date of Acquisition) 


Assets Liabilities and Stockholders’ Equity 
Cashin swum ace ech ee $ 40,000 Accounts payable............. $ 25,000 
Accounts receivable......... 25,000 
Merchandise inventory...... 45,000 Stockholders’ equity: 
Goodwillifinde toe. Sonne ae 5,000 Capital stock....... $75 , 000 
Retained earnings.. 15,000 90,000 
$115,000 $115,000 


Book value in excess of cost. The stock of a subsidiary may 
be acquired at less than book value. The treatment of an excess 
of book value at acquisition over cost is discussed in Chapter 20, 
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following the discussion of alternative procedures for dealing with 
an excess of cost over book value. 


Minority Interest 


If the parent company acquires less than 100% of the subsidiary 
stock, it shares the ownership of the subsidiary with the outsiders 
whose stock it did not purchase. These stockholders are called the 
minority stockholders or the minority interest. 

The capital stock and retained earnings (or deficit) accounts of 
the subsidiary then include two elements: 


The parent company’s interest in the stockholders’ equity of the 
subsidiary, which is eliminated in accordance with the 
previously stated rule. 

The minority interest in the stockholders’ equity of the sub- 
sidiary. The minority interest is the outside stockholders’ 
percentage of the subsidiary’s capital stock and retained 
earnings (or deficit). These items are not reciprocal to any 
balances on the parent company’s books; therefore, they are 
not eliminated. The minority interest is shown on the credit 
side of the consolidated balance sheet—usually between the 
liabilities and the stockholders’ equity. 


Case 4. SUBSIDIARY RETAINED EARNINGS AT ACQUISITION ; STOCK 
ACQUIRED AT BOOK VALUE. In this illustration it is assumed that 
the subsidiary had a capital stock of $50,000 and retained earnings 
of $10,000 at the date when the parent company acquired 90% of 
its stock at book value, $54,000. Working papers are on page 312. 
The eliminations, made in accordance with the general rule, are: 


From the subsidiary’s: 


Capital stock—90% of $50,000. ........ 0c. see e eee eee $45 , 000 
Retained earnings—90% of $10,000......................... 9,000 
From the parent’s investment account...............-...++-00. $54,000 


COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet 


(Date of Acquisition) 


Assets Liabilities and Stockholders’ Equity 
DN, Jeep (eee cane $ 50,000 Accounts payable............ $ 25,000 
Accounts receivable.......... 25,000 Minority interest in subsidiary 6,000 
Merchandise inventory....... 46,000 J 
Stockholders’ equity: 
Capital stock..... $75,000 


Retained earnings. 15,000 90,000 
$121,000 $121,000 
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Intercompany Eliminations, Goodwill, Minority Interest, 
and Consolidated Retained Earnings in a Series of 
Consolidated Balance Sheets 


We shall now present consolidated balance sheet working papers 
of a parent and subsidiary 


At the date of acquisition; 
One year after the date of acquisition; 
Two years after the date of acquisition. 


The purpose of these working papers is to show that: 


The intercompany eliminations are the same. They are based on 
the stockholders’ equity at the date of acquisition. 

The goodwill remains the same. It is the excess of the cost of the 
subsidiary stock over its book value at the date of acquisition. 

The minority interest changes. It is the minority’s percentage of 
the subsidiary’s capital stock and retained earnings at the 
date of the consolidated balance sheet. 

The consolidated retained earnings change. They include the 
parent’s retained earnings at the date of the consolidated balance 
sheet plus the parent’s percentage of any increase (or minus its 
percentage of any decrease) in the subsidiary’s retained earnings 
between the date of acquisition and the date of the consolidated 
balance sheet. 


The illustrations are based on the following facts: On December 
31, 1959, Company P paid $65,000 for a 90% interest in the capital 
stock of Company S. On that date, Company S had outstanding 
capital stock of $50,000 and retained earnings of $20,000. Com- 
pany P’s retained earnings on that date were $35,000. 

Balance sheet at?:date of acquisition. Consolidated working 
papers are on the following page. The goodwill is computed as 
follows: 


Cost Ofatock 1nVestiMent teyeiectee bee cei aie ose nee $65 , 000 
Deduct 90% of subsidiary’s stockholders’ equity: 

OO Vor sO0 O00lcapitalistocke, y.2... besos gee ee $45 , 000 

90% of $20,000 retained earnings................... 18,000 63,000 
Excess of cost over book value—Goodwill...................... $ 2,000 


The minority interest is: 


HU, Of $50, OO00kea pits] SEC Kis ipo og ca ea 8 es ge EE $ 5,000 
1OAOf $20 O00mretam edyearnings.s Weta.) ee ee 2,000 
CPU Ree a Ee ee he $ 7,000 


The consolidated retained earnings are the amount shown by 
Company P’s balance sheet—$35,000. 
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Balance sheet one year after acquisition. By the end of 
the first year after acquisition, Company P’s retained earnings 
were $42,000 and Company S’s retained earnings were $25,000—an 
increase of $5,000. 

The goodwill remains the same—$2,000. 

The minority interest is computed as follows: 


LOSZrOh SUbsIdigny’s capital stock... ..4.. ose. oo ee ee $ 5,000 
10% of subsidiary’s retained earnings.... ... ................. 2,500 
EUCGS RENT age oe oh 305 = eee Rt eR I SRC a od $ 7,500 


The consolidated retained earnings are: 


Companys )/ smetained earnings... 05.450: 20.2 eee $42 , 000 
Plus 90% of $5,000 increase in subsidiary’s retained earnings since 

CYGYS PU LESVID (6111, eRe CHOSE ta MR ares ew mn a 4,500 

SAO ES Netes eaiee (, 2 Site ee eg eR Ae NRO 2” eR $46 , 500 


The working papers are on page 316. 
Observe the working paper treatment of the subsidiary’s $25,000 
of retained earnings at the balance sheet date. It is divided into: 


$20,000 at date of acquisition: 
The parent’s 90% is eliminated. 
The minority’s 10% interest is extended to the Minority 
Interest column. 
$5,000 increase since acquisition: 
The minority’s 10% is extended to the Minority Interest 
column. 
The parent’s 90% is extended to the Retained Earnings 
column. 


Balance sheet two years after acquisition. By the end of 
the second year after acquisition, Company P’s retained earnings 
were $49,000; Company S’s retained earnings were $17,000—a 
$3,000 decrease from its retained earnings at the date of acquisition. 


The goodwill remains the same—$2,000. 
The minority interest is: 


fOOzrof subsidiary, sicapital Stock... gad -2- Saat says gan oe) ce $ 5,000 
10% of subsidiary’s retained earnings.......................... 1,700 
ERG tel er eet toe rae NN oN Fog ce CR Gte. See MEN sg 5 . $ 6,700 


The consolidated retained earnings are: 


@ompanyals retained earnInes) cm tenia Sees me a $49 , 000 
Deduct 90% of the $3,000 decrease in the subsidiary’s retained 

CArnin ga SiNCS ACOUICMIOUS ar mo. ieee os He ee ee 2,700 

INGtRR eee ee ere ae oiteeygop ag nade 0d $46 , 300 


The working papers are on page 317. 
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Goodwill on books of parent or subsidiary. If a goodwill 
appears in the balance sheet of the parent and/or the subsidiary, 
the goodwill elements may be assembled in the manner shown in 
the following partial working papers. 


Adjustments and 


Assets Company P Company S__ Eliminations 
Investment in stock of Company S 
(90%): 
Book value at acquisition.......... 63, 000 63,000 A 
Excess of cost over book value— 
Goodwill eee ac eee 2, 000 2,000 B 
Goodwill... 5. Secs ee eee 6, 500 2,000 B 


The $8,500 goodwill total would be extended to the Consolidated 
debit column. 

Intercompany receivables and payables. A consolidated 
balance sheet shows the financial condition of a group of companies 
with all intercompany relationships eliminated. 

Related companies frequently buy from and sell to each other 
on credit, so that the accounts receivable of one company and the 
accounts payable of another company contain reciprocal inter- 
company accounts. The amounts of such reciprocal intercompany 
receivables and payables should be eliminated in the working 
papers. The working papers on the opposite page show such 
eliminations. 

Other intercompany accounts, such as notes receivable and notes 
payable, should be similarly eliminated. 

Adjustments. Balance sheet adjustments may be required 
before the consolidated balance sheet is prepared: For example, refer 
to the working papers on page 319. Company S’s balance sheet 
shows a $5,000 receivable from Company P, but Company P’s 
balance sheet shows only $3,000 payable to Company S. The dif- 
ference was caused by the fact that Company P made a $2,000 
payment toward the end of the year that had not been received by 
Company S before its balance sheet was prepared. Observe adjust- 
ment (A); this adjustment brings the intercompany accounts into 
agreement at $3,000—-which is eliminated. 


gee al 
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Parent and Subsidiary 


Accounting (Continued) 


Methods of accounting for investment in subsidiary. 
There are two principal methods which may be used by a parent 
company in accounting for its investment in the stock of a sub- 
sidiary. They are: 


The cost method (sometimes called the legal basis method)— 
discussed in this chapter. 

The equity method (sometimes called the economic-basis 
method)—discussed in Chapter 19. 


Cost or legal-basis method. From a legal standpoint, a 
parent and its subsidiary are separate corporate entities, and the 
net income of the subsidiary is not income to the parent. Only the 
parent’s share of dividends declared by the subsidiary is income to 
the parent. 

On the legal or cost basis of accounting, the parent charges an 
investment account with the cost of the subsidiary stock and 
records dividends as income, regardless of the net earnings or loss 
of the subsidiary during the period covered by the statement. 

Illustrative entries. The following entries illustrate the cost 
method procedure: 


December 31, 1960: 
Company P acquired all of the stock of Company S for $70,000, 


which was its book value. The stockholders’ equity in 
320 
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Company S consisted of capital stock, $50,000, and retained 
earnings, $20,000. 


aiares, OL SES, SNCS Send fl hd fests 70,000 


Year 1961: 
The net income of Company S was $4,000. 


No entry. 
The subsidiary paid a $3,000 dividend. 


Dividend income (to be closed to Revenue and Expense). 3,000 


Year 1962: 
The net income of Company S was $9,000. 


No entry. 
The subsidiary paid a $4,000 dividend. 


Dividendincomes.. hee cen ioe eee ees 4,000 


Appraisal of the cost method. The cost-basis method con- 
forms strictly to the legal realities of separate corporate entities. 
However, when this method is used, the parent’s investment 
account does not reflect the increase in the underlying value of the 
investment resulting from subsidiary earnings, nor the decrease in 
the underlying value of the investment resulting from subsidiary 
losses and dividends. 

Of even more significance is the fact that dividends declared by a 
subsidiary during a year may bear little or no relationship to the 
results of the subsidiary’s operations during the year. For instance, 
a subsidiary may have a net income of $25,000 and pay a $6,000 
dividend; or it may have a net loss of $25,000 and pay a $6,000 
dividend from earnings accumulated in prior years. Therefore, the 
sum of the parent’s earnings from its own operations during a year 
and the dividend declarations by the subsidiary during the year is 
not an accurate measure of the parent’s interest in the net income 
of the group of companies. 


Consolidated Income Statement, Statement of Retained Earnings, 
and Balance Sheet 


Consolidated income statement. The consolidated net 
income of a parent and subsidiary is shown by a consolidated 
income statement. The statement is prepared by combining the 
balances of the revenue and expense accounts of the parent and 


322 PARENT AND SUBSIDIARY ACCOUNTING Ch. 18 


subsidiary, after eliminating revenue and expense account balances, 
or portions thereof, resulting from intercompany transactions. 

Dividends received by the parent from the subsidiary are not 
shown in the consolidated income statement; from the viewpoint 
of the combined entity, such dividends are not income but are 
merely transfers of assets. They are eliminated in the working 
papers by a debit to the parent’s dividend income account and a 
credit to the subsidiary’s account charged with the dividends. 

Consolidated statement of retained earnings. The con- 
solidated statement of retained earnings shows the consolidated 
retained earnings at the beginning of the period, the consolidated 
net income for the period, any dividends declared by the parent 
company during the period, and the consolidated retained earnings 
at the end of the period. 

Illustrative cases. To illustrate the procedures of preparing 
consolidated working papers and statements for periods subsequent 
to acquisition, four cases will be presented, as follows: 


No minority interest: 
Case A-1: At the end of the first year after acquisition. 
Case A-2: At the end of the second year after acquisition. 
(These cases are based on the data that were used for the 
preceding illustration of parent company entries.) 


Minority interest: 
Case B-1: At the end of the first year after acquisition. 
Case B-2: At the end of the second year after acquisition. 
(These cases are similar to the A-1 and.A-2 cases but with 
the introduction of a minority interest.) 


Case A-1. NO MINORITY; STATEMENTS AT END OF FIRST YRAR. 
On December 31, 1960, Company P acquired all of the stock of 
Company S for $70,000, which was its book value. The stock- 
holders’ equity in Company S consisted of capital stock, $50,000, 
and retained earnings, $20,000. 

Consolidated working papers for the year ended December 31, 
1961 (the first year following acquisition) are on pages 324 and 
325. To prepare such working papers, the accountant would: 


Complete the first four columns, thus getting the basic data into 
the working papers; 

Enter the adjustments and eliminations; total the debit and 
credit adjustments and eliminations applicable to each section 
of the working papers; 

Extend amounts to, and complete, the pair of Consolidated 
columns. 


a 
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Observe the cross-check features of the working papers: 


Income statement papers: 
Net income: 


JESUS Th gl Sinan gS AS gene Pag 0 raat $13,000 
COMpARY. S55 caer ne, ox Mec MON ean ok ok coe 4,000 
Total. Seat Ns Rn COR gRh cc a pM ale eaten Sesgas cl Eo d  e ye $17,000 
Deduct debit Adjustments and Eliminations column total...... 3,000 
@onsolidated net incomes... a. aund on We ec es es ca wen $14,000 


Retained earnings statement papers: 
Retained earnings—December 31, 1961: 


CompanyePl, waters eerie Sh, ee ee ns $57 , 000 
Com pana. seer re ete, | She ee ee ne a es 21,000 
ARO RD la sce 2 haere, RR ee pe eee 2 $78, 000 
Deduct debit Adjustments and Eliminations column total...... 23,000 
Remain derw <secse tet tes Ree NG thas ecnnleen nn as $55 , 000 
Add credit Adjustments and Eliminations column total........ 3,000 
Consolidated: retained earnings. sa1e enh en eee $58, 000 


COMPANY P AND SUBSIDIARY 


Consolidated Income Statement 
For the Year Ended December 31, 1961 


IGE, cage eee ROE: coe I cgi ees ee ie eae a $287 , 000 
Deduct cost of goods sold: 

Merchandise inventory—December 31, 1960....... $105 ,000 

RIT CHASES petra = cree Cac eR Ree as a assoc _ 207,000 

TROUES . a @ eRe Oats. ord kee aren ES Ace, ae An $312,000 

Deduct merchandise inventory—December 31, 1961. 88,000 224,000 
GTOSRADLOIt ONVSA LES merinres chica ae SUNN cs op 0 a Se aM on $ 63,000 
EXPOSES ier mci aise; Lomein I My «ai Seca, ME Ree x __ 49,000 
INGtRIN COMO MENS iecrtiest set Pie Seen er Peek ote eee $ 14,000 


COMPANY P AND SUBSIDIARY 


Consolidated Statement of Retained Earnings 
For the Year Ended December 31, 1961 


Retained earnings—December 31, 1960....................5.. $ 50,000 
INS tRLG OU Ci he ee A et: Se ee Co cs pot Pne og osteo eles oie 14,000 
DESI ira BOE Sore cha SUSIE SE Se ee Cae re anne ee ee $ 64,000 
Weductaividends ee aca) ae eet as ans asa oe 6,000 
Retained earnings—December 31, 1961..................-.55- $ 58,000 


COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet 


December 31, 1961 


Assets Liabilities and Stockholders’ Equity 
SEINE. 5 0. oe 3 ee eee ae $ 57,000 Accounts payable............. $ 29,000 
Accounts receivable......... 42,000 
Merchandise inventory...... 88,000 Stockholders’ equity: 
Capital stock..... $100, 000 


Retained earnings. 58,000 158,000 
$187 ,000 $187 , 000 
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COMPANY P AND SUBSIDIARY 


Consolidated Income Statement 
For the Year Ended December 31, 1961 


Sales... io. cats acs-ols one Gn ee CR el tla, cae el Sha oC eames $287 , 000 
Deduct cost of goods sold: 

Merchandise inventory—December 31, 1960....... $105 , 000 

PUurCHASES c.41bnc'c. oa NA en ge a eee ee 207 ,000 

LO Gals. 9Fe ons eros ee a ee eee $312,000 

Deduct merchandise inventory—December 31, 1961. 88,000 224,000 
Gross: profit; onsales s<: > sade aoe ee ee $ 63,000 
1 ha 91s) 01 -( <br Ne ane a ee an ee ries Seo sii. Die ccomee eos rote 49 ,000 
TotalnétancOme. see = eee oe eee: $ 14,000 
Deduct minority interest in subsidiary net income............. 400 
Consolidatedsnet: income sen ee oe eee Eee $ 13,600 


COMPANY P AND SUBSIDIARY 


Consolidated Statement of Retained Earnings 
For the Year Ended December 31, 1961 


Retained earnings—December 31, 1960....................... $ 50,000 
Consolidatedinet incomésser sexe ee eae ec eat eee roe 13,600 
fo) een oak PP EE Bre eh ARES ry cto Sha to cabmeroc Cl hod CREST Oe $ 63,600 
Deduct dividends Go i: fmget. uty eee ee ee ee 6,000 
Retained earnings—December 31, 1961....................... $ 57,600 


COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet 


December 31, 1961 


Assets Liabilities and Stockholders’ Equity 
Cash: 2 a hie eee $ 63,700 Accounts payable............. $ 29,000 
Accounts receivable,........ 42,000 Minority interest in subsidiary . 7,100 
Merchandise inventory...... 88 , 000 k 
Stockholders’ equity: 
Capital stock..... $100, 000 
Retained earnings. 57,600 157,600 
$193 , 700 $193 , 700 


Case B-2. MINORITY INTEREST; STATEMENTS AT END OF SECOND 
yeEAR. This illustration continues the preceding case through the 
second year after acquisition of the subsidiary. The new feature is 
the apportionment, between the minority interest and the con- 
solidated retained earnings, of the increase in the subsidiary’s 
retained earnings from the date of the stock acquisition to the 
beginning of the year for which statements are to be prepared. 
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Intercompany Relationships 


Intercompany sales. If intercompany sales are made, the 
amount of such sales and the offsetting purchases should be 
eliminated. Any reciprocal receivables and payables should also 
be eliminated. 

Intercompany bondholdings. When one company holds 
bonds of a related company, the intereompany-held bonds should 
be eliminated to show the amount of public-held bonds. 

Bond interest expense and income. In the consolidated 
working papers, the interest earned by the company owning the 
intercompany-held bonds should be eliminated against the interest 
expense of the issuing company. 

Accrued interest. If there are intercompany bonds or notes, 
the balance sheet of the company issuing the paper may show a 
liability for accrued interest. The company holding the paper 
should then show an asset of accrued interest receivable. The 
accrued interest receivable should be eliminated against the ac- 
crued interest payable, and only the amount payable to outside 
creditors should be shown as a liability in the balance sheet. 

Declared dividends unpaid. If the subsidiary has declared 
dividends which are unpaid at the date of the balance sheet, its 
books will show a liability of dividends payable. The parent com- 
pany’s books should show an asset of dividends receivable, which 
should be eliminated against the dividends payable. The consoli- 
dated balance sheet will then show the liability for dividends 
declared and payable to the outside, or minority, stockholders. 

Customers’ notes transferred. If one of the related com- 
panies discounts its customers’ notes at a bank, no peculiar diffi- 
culties arise. Its accounts may contain, for example, the following 
balances: 

INOtES TECOLV ADC E srcrsici2) sid he ecie ie sckeyaleae adele Saree Ae eae oe $20 , 000 
iINotesweceivablerdiscoumted.i1.. ci tie eee le eh tele tn $5 , 000 

The consolidated balance sheet will include the $15,000 of 
undiscounted notes, and the $5,000 contingent liability on dis- 
counted notes will be mentioned in a footnote. 

If Company S discounted the $5,000 of customers’ notes with 
Company P, an affiliated company, the accounts of the two 
companies might contain the following balances: 

Company S’s Books 


INOCES TECELVADie esre | erro ieee are rh ciate ten ters uieensi exe: cue to slue. ae $20 , 000 
INotes receivable discounted annie) cstiae. aeicle cme oes se $5,000 


Company P’s Books 
INGtesirecetvable sent i aeitee hee. oh rin eae. Glacleh deals os $ 5,000 
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Since the $5,000 of discounted notes are carried in the Notes 
Receivable accounts of both companies, and since the $5,000 credit 
to Notes Receivable Discounted does not represent a contingent 
liability to outsiders, $5,000 of the Notes Receivable balance and 
the Notes Receivable Discounted balance should be eliminated. 

But suppose that Company P has rediscounted $3,000 of the 
notes at a bank. The account balances will be as follows: 


Company S’s Books 


Notes: receivable. coms. Ghee ee Oe ee eae $20 , 000 

Notes receivable discounted aeeren ant ae iene nee nee rae $5 , 000 
Company P’s Books 

INOtES TeCelVAbDle RA: re Meee eae te oe eee oe eae $ 5,000 

Notes receivable discounted: 9) ue eee $3 , 000 


The $5,000 contingent liability on the books of Company S 
should be eliminated, with an offsetting elimination against the 
Notes Receivable on the books of Company P. The $3,000 con- 
tingent liability to outsiders, shown by the books of Company P, 
should be extended to the Consolidated column; the balance sheet 
should show as an asset the $17,000 of notes not discounted with 
outsiders, and the contingent lability of $3,000 to outsiders 
should be mentioned in a footnote. 

Intercompany notes discounted. Assume that Company S 
has given a $5,000 note to Company P and that Company P has 
discounted it at the bank. At the end of the statement year, the 
note has not matured. Since the note is in the hands of the bank, 
the liability is no longer an intercompany one, and hence it must 
be shown in the consolidated balance sheet as a liability. 

The Notes Receivable and the Notes Receivable Discounted in 
Company P’s balance sheet should be eliminated, and the Notes 
Payable in Company S’s balance sheet should be extended to the 
Consolidated column. 

There is a difference of opinion among accountants about 
whether the $5,000 liability to outsiders should be shown in the 
consolidated balance sheet as Notes Receivable—Company S— 
Discounted, or as Notes Payable. Those who favor the former title 
contend that the note is a direct liability of one of the related 
companies and a secondary liability of the other company, and 
that the showing of the liability as a note payable would not 
indicate the liability of both companies. | 

The authors’ opinion is that the “‘Notes Payable” title is 
preferable. In the first place, the consolidated balance sheet is 
based on the assumption that the related companies are a single — 
organization. From the viewpoint of the consolidated balance sheet, — 
therefore, a note signed by one company is as much a liability of — 
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_ the organization as a note signed by one company and endorsed by 
another related company. In the second place, ‘‘ Notes Receivable 
Discounted”’ suggests merely a contingent liability. 

Illustrative working papers and statements. This illustra- 
tion is intended primarily to show the treatment of intercompany 
accounts. The working papers are on pages 336 to 338. The 
eliminations are described below. 


Income statement papers: 


A—Intercompany sales and purchases. 
B—Intercompany interest on Company S’s bonds. 
C—Intercompany interest on Company S’s notes. 


Income and retained earnings papers: 


D—Intercompany dividend. Observe that Company P’s credit 
to Dividend Income is eliminated in the income state- 
ment papers, and that Company S’s debit for dividends 
paid is eliminated in the retained earnings papers. 


Balance sheet papers: 


E—Intercompany accounts receivable and payable. 

F—The assets of Company S include $15,000 of trade notes 
receivable; but $5,000 of these notes have been dis- 
counted with Company P. The effects of this inter- 
company transaction are eliminated as follows: 


Debit Notes Receivable Discounted (Company S’s 
accounts). 
Credit Notes Receivable (Company P’s accounts). 


G—Intercompany notes receivable and payable—$25,000. 

Observe that the $20,000 credit balance in the Notes 
Receivable Discounted account in the Company P 
columns is extended to the Consolidated credit 
column. When the consolidated balance sheet is 
prepared, this amount is deducted from notes re- 
ceivable and the $20,000 contingent liability is 
shown in a footnote. 

H—Intercompany interest receivable and payable. 
I—Intercompany dividend receivable and payable. 
J—Intercompany bonds. 

K—Intercompany stockholding. (The parent company or- 
ganized the subsidiary; since the subsidiary had no 
retained earnings at the date of organization, its entire 
retained earnings at the beginning of the period are part 
of the consolidated retained earnings.) 
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COMPANY P AND SUBSIDIARY 
Consolidated Income Statement—Year Ended December 31, 1960 


OLE SSPE GP aka, ct of ge heer eel Si a ors ko a hs $755 , 000 
Deduct cost of goods sold: 

Merchandise inventory—December 31, 1959........ $153 , 000 

IPUTCD ASSES eet so Aces, EES Ache veh ao iene, fame 561,000 

Rota tien btais «ie : LEE ey garter aati tr artreced aire « byt $714, 000 

Deduct merchandise inventory—December 31, 1960 179,400 534,600 
GTOSSEDTO HULOM ealeR tea es cir ra tea ee en $220, 400 
Deduct operating expenses: 

Ren titre! Ree yee ts, erat 8 tt Oe ae. eh Nig oraky $ 20,000 

Depreciation——Bullding vee. 0s ota ee 4,000 

Otherioperatingvexpenses:. 92.50 scae. oo ee 162,000 186,000 
Net operatingaineonie yt APE aPU AP 7 5 0) ee AEE eI ee $ 34,400 
Addumterest MCOMetr a.) te Rts Be a6. 5% oF nc Ee Oe 1,840 
OC Alre ete co Nee ey! Ce Pale Be enn ote: Bon ory eas ee $ 36,240 
Deduct 

interest expense—Bonds:§..... 4 ERR ass. ENA $ 4,000 

INeOMeqtAaxs CEXDCDSC)s haat vse. -ehey ace: Abe. even here: 12,000 16,000 
ING TRIN COME 2 ots ht UE a, Se Sane n) a aea  e e e e $ 20,240 


COMPANY P AND SUBSIDIARY 
Consolidated Statement of Retained Earnings—Year Ended December 31, 1960 


Retained earnings—December 31, 1959....................0.. $ 79,060 
INEtHINCOMe tet. ese shee ec Pt oe Meee Re on BI) ee ae WN | 20,240 
PTS Cal Sear a Ae hes eek AAT pe ts ae ee Re RS SEE $ 99,300 
Déductidividends ecses. spate ees. GS toe ee eC. aad 18,000 
Retained earnings—December 31, 1960....................... $ 81,300 


COMPANY P AND SUBSIDIARY 
Consolidated Balance Sheet—December 31, 1960 


Assets 
Current assets: 
(OHV) die ich acc nt ea ercain Arneeret itr A Waite ie RR te a $ 32,400 
ACCOUNtSETCCELV ALO meen eels Mie TRIE Baya oes ane 85,000 
INObessrecelvable te. ve eae aes nacre Haeree ste unnsptsas 35 , 000 
Accrued interest receivable.............-.-.-.-04- 500 
Merchandisepinventonvanne tron ar lae aeeeenee a ence 179,400 $332,300 
Fixed assets: 
Te RE ae oat cg ea a, $ 25,000 
Bldinggee eae Uke eaeice seas Pe cx ee ae $200, 000 
Less accumulated depreciation......... 12,000 188,000 213,000 
$545 , 300 
Liabilities and Stockholders’ Equity 3 er. 
Current liabilities: 
Necountsspay able. meats sions si use croak $ 70,000 
Accrued bond interest payable.................... 2,000 
Income: tax payiablenn wrae we cere pity he cuit alia 12,000 $ 84,000 
Bonds payable—Authorized and issued, $100,000; 
intercompany held, $20,000; outstanding.................... 80,000 
Stockholders’ equity: 
Gapitalistoc aera ire tee ee ents ete evoke salve $300 , 000 
Retained earnin oS panne Aare Mriaisitontae ce aotrr- 81,300 381,300 


$545 , 300 


Note: Contingent liability on customers’ notes discounted, $20,000. 
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Income taxes. In the preceding illustration, it has been 
assumed that the affiliated corporations file separate federal 
income tax returns. Under such circumstances, the separate tax 
amounts are merely combined for purposes of consolidated 
statements. 

A group of affiliated corporations may file a consolidated tax 
return. The conditions that must be met for this privilege to be 
granted are very technical and involved, so it seems inappropriate 
to attempt to include them in a text not devoted primarily to 
income taxes. However, the following features can be mentioned in 
passing: 


The privilege is allowed only if all of the eligible affiliated cor- 
porations agree to come under the tax arrangement. 

To qualify as an affiliated company, at least 80 per cent of all 
common and voting stock of each includible corporation must 
be owned directly by one or more of the other includible 
corporations. 

If a consolidated return is filed, the rate of the surtax is increased 
by 2 per cent of the consolidated taxable income. 


Whether or not a consolidated return will be advantageous 
depends upon the facts in each particular case. For example, a 
consolidated return may result in a tax advantage where one 
corporation in the group has a loss and another corporation has a 
gain. If a consolidated return is filed, the accountant must devise 
some reasonable basis for allocation of the tax in determining the 
separate net income of the several corporations of the affiliated 


group. 


CoA YER: NIP NE EcEON 


Parent and Subsidiary 


Accounting (Continued) 


Equity method of accounting. If the parent company 
adopts the equity method of accounting, the investment account 
will be debited with the cost of the investment and with the 
parent’s share of any increases in the subsidiary’s net assets, and 
credited with the parent’s share of any decreases in the subsidiary’s 
net assets. The parent’s entries will be made as follows: 


For the cost of the stock: 


Debit the investment account. 
Credit Cash or other appropriate account. 


For the parent’s share of the subsidiary’s net income for the year 
(or other period): 


Debit the investment account. 
(Earnings increase the subsidiary net assets; the resulting 
increase in the parent’s equity is recorded by the debit 
to the investment account.) 

Credit an income account, such as Subsidiary Income. 


For the parent’s share of the subsidiary’s net loss for the period: 


Debit an account such as Subsidiary Loss. 

Credit the investment account. 
(Losses decrease the subsidiary net assets; the resulting 
decrease in the parent’s equity is recorded by the credit 


to the investment account.) 
341 
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For dividends received from the subsidiary: 


Debit Cash. 

Credit the investment account. 
(Dividends decrease the subsidiary net assets; the result- 
ing decrease in the parent’s equity is recorded by the 
credit to the investment account.) 


If time intervenes between the declaration and the payment of 
the dividend, the parent may debit Dividends Receivable and 
credit the investment account when the dividend is declared, 
and may debit Cash and credit Dividends Receivable when 
the dividend is received. 


Illustrative entries. The following entries illustrate the 
equity-method procedure for recording the facts stated on pages 320 
and 321 of Chapter 18: 


December 31, 1960: 

Company P acquired all of the stock of Company S for $70,000, 
which was its book value. The stockholders’ equity in 
Company S consisted of capital stock, $50,000, and retained 
earnings, $20,000. 


Investmentunystockiois.Companye Seman eee 70,000 
Calsliins lccoteny i. 2 eevee ee Hoe Se ec Wi one eee 70,000 


Year 1961: 
The net income of Company S was $4,000. 


Investment in stock of Company S.:.................... 4,000 
Subsidiaryalnconte ae -hc aeeae e Ee eee ne 4,000 


The subsidiary paid a $3,000 dividend. 


Year 1962: 
The net income of Company S was $9,000. 


Investment of stock of Company S)..... 40... .00ces nese 9,000 
Subsidiary IMN¢GOMe:. sie... een ee meee ene ee 9,000 


The subsidiary paid a $4,000 dividend. 


Investment in stock of Company S.................. 4,000 


Appraisal of the equity method. As will be shown by the 
illustrations in this chapter, the consolidated statements of a parent 
and subsidiary are not affected by the parent’s choice between the 
cost and equity methods of accounting. The appraisal of the equity 
method is therefore concerned only with the effect of the method 
on the parent company’s nonconsolidated statements. 
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In support of the equity method, it may be said that it reflects 
economic realities: 


The net assets underlying the parent’s investment are increased 
by subsidiary earnings and are decreased by subsidiary losses 
and dividends. Debiting the investment account with the 
parent’s share of the earnings, and crediting the investment 
account with the parent’s share of losses and dividends, causes 
the investment account to reflect the changes in the parent’s 
equity in the underlying net assets. 

The parent benefits from subsidiary earnings and suffers from 
subsidiary losses; subsidiary dividends merely convert into 
cash a portion of the assets underlying the investment. These 
economic realities are recognized by taking the parent’s share 
of subsidiary gains and losses into its income account and 
thence into its retained earnings, and by reducing the carrying 
value of the investment when dividends are received. 


The objection to the equity method of accounting (and it is a 
very serious objection) is that it violates the legal realities, because, 
by the equity method, the parent’s income and retained earnings 
are affected by subsidiary earnings and losses, although legally the 
two companies are separate corporate entities and subsidiary 
earnings are realized by the parent only to the extent of dividends 
received. 

Preferred accounting method. Although no comprehensive 
statistics are available to show the relative use of the two methods, 
the cost method is undoubtedly used far more widely than is the 
equity method. Since the difference in method has no effect on the 
consolidated statements, the matter of preference relates to the 
question: Which method produces the most acceptable noncon- 
solidated statements of the parent company? With this question in 
mind, almost universal preference is accorded the cost method, 
because it gives recognition to the legal reality of separate corporate 
entities and to the cost principle. 

Illustrative cases. The four illustrative cases in Chapter 18 
are again used in this chapter. Balances in some of the parent 
company’s accounts in the illustrations in this chapter differ from 
those in the preceding chapter because of the difference in the 
accounting method employed. Consolidated working papers, equity 
method, are presented for the following cases: 


No minority interest: a 
Case A-1: End of first year after acquisition. 
Case A-2: End of second year after acquisition. 
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Minority interest: 
Case B-1: End of first year after acquisition. 
Case B-2: End of second year after acquisition. 


Consolidated statements are not given; they would not be 
affected by the parent’s choice of accounting method. 

Working paper eliminations—Equity method. When the 
cost method is used, the balance in the parent’s investment account 
is the cost of the subsidiary stock; therefore, eliminations are made 
on the basis of the book value of the stock at the date of acquisition. 

When the equity method is used, the balance in the parent’s 
investment account is the cost of the subsidiary stock plus or 
minus the parent’s percentage of any change in the subsidiary’s 
retained earnings between the date of acquisition and the end of the 
statement year. Therefore, eliminations are made on the basis of 
the book value of the subsidiary stock at the end of that year. 

In Case A-1, the amounts to be eliminated are: 


Book value of subsidiary stock—December 31, 1961: 


Capital/stock Mert Site) 1 ey Reena: ae eek Coa eo ee em ee $50,000 
Retained earnings—December 31, 1961: 
Retained earnings—Beginning of 1961............ $20, 000 
Netancome= LOG Te: ama, us are ids eee 4,000 


The subsidiary’s $4,000 net income is the balance 
of its income and expense accounts. It is desirable 
that they be included in the amounts shown in the 
consolidated income statement; therefore, instead 
of eliminating them, the same effect is obtained by 
eliminating the $4,000 credit balance of the par- 
ent’s Subsidiary Income account. 


Divan screen shone treba ey rates ae eee a _ 3,000* 
Retained earnings—December 31, 1961.................... 21,000 
NNOGRIE ere cetteke Mette atte certs hes ranean et eee eae esa $71,000 
Balancemmiunvestment accountien 22.) sient ee ee nen ee $71,000 


The debit and credit elimination entries, in the sequence in 
which they appear in the sections of the working papers, are: 


Accounts 
of Company Debit Credit 


INCOME STATEMENT: 
SUbsidiatyrincomen. ane kadesende ere eee 
ReETaIneD EARNINGS: 
Retained earnings—December 31, 1960... . 
Dividettds? 2... A, Py ee 
BawLaNncn SHEET: 
Investment in stock of Company S........ 
Capital stock: .A. nj, 4c ane) ee eee eee 


4,000 


20, 000 
3,000 


71,000 
50,000 


Dene Gi FY 


The eliminations in the other cases are similar in nature. 

Such working paper eliminations avoid the duplications that 
would exist if the statements of the parent and the subsidiary 
were merely combined. 
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Arbitrary entries in the investment account. There have 
been instances in which a parent company has used neither of the 
methods of accounting described in this text, but has made entries 
of more or less arbitrary amounts to raise or lower the balance of 
the investment account to an amount regarded as representing the 
value of the stock owned. All such entries should be reversed in the 
working papers. The accounts will then presumably be on a cost 
basis, and adjustments and eliminations can be made accordingly. 

Declared dividends unpaid at date of acquisition. If, at 
the date of acquisition, a dividend declared by the subsidiary is 
unpaid, and if the parent becomes a stockholder of record to receive 
such a dividend payment, the parent’s portion of the dividend 
should be debited to Dividends Receivable and only the remainder 
of the purchase price should be debited to the investment account. 

Decrease in subsidiary net assets below book value at 
acquisition. The net assets of a subsidiary may be reduced 
below the amount at acquisition by dividends, losses, or both. 

What recognition should be given in the parent’s accounts to a 
decrease in subsidiary net assets since acquisition? 

If the parent’s accounts are kept by the equity method, the 
parent’s investment and Retained Earnings accounts will be 
decreased by the parent’s percentage of the decrease in subsidiary 
net assets caused by losses and cash dividends. What should be 
done if the parent uses the cost method? 

Decrease caused by dividends. Suppose that the dividends paid 
by a subsidiary after the acquisition of its stock by the parent 
company exceed the subsidiary’s net income since that date. How 
should the parent record the portion of the dividend which was 
paid from surplus created prior to acquisition? 

Although a cash dividend from retained earnings accumulated 
by a subsidiary prior to acquisition appears to have a legal status 
of income to the parent company, accountants are in general 
agreement that a cash dividend paid by a subsidiary to its parent 
should be regarded as coming from the most recently acquired 
surplus (lifo concept), and that any dividends received by the 
parent in excess of its share of the subsidiary’s earnings since 
acquisition should be regarded as a partial recovery of cost and be 
credited to the investment account. This point of view is expressed 
in the following rule of the Committee on Stock List of the New 
York Stock Exchange: ‘‘ Earned surplus of a subsidiary company 
created prior to acquisition does not form a part of the consolidated 
earned surplus of the parent company and its subsidiaries; nor can 
any dividend out of such surplus be credited to the income account 
of the parent company.” 


350 PARENT AND SUBSIDIARY ACCOUNTING Ch. 19 


To illustrate the parent’s treatment of such a dividend, assume 
that a 90%-owned subsidiary declared and paid a $3,000 dividend 
immediately after the acquisition of the stock by the parent. 
Regardless of whether the parent intends to use the cost or the 
equity method, its entry should be: 


Changing the illustration somewhat, assume that the subsidiary 
paid no dividends during the first year after acquisition and had a 
net income of $12,000. At the beginning of the second year, it paid 
a $15,000 dividend. The parent should regard the dividend as 
consisting of two elements: 


$12,000 paid from subsidiary income since acquisition; the parent 
can take 90% of this amount into income. 

$3,000 paid from earnings prior to acquisition; 90% of this 
amount should be regarded as a return of the investment. 


If the parent is using the cost method, its entry should be: 


Cash ] itt. Etah Ihe re Te Pe een eee eee 13,500 
Dividendsincomern;s: irene... Lethe tee ee 10,800 
Imvestnoent mstock ofssubsidiary.s.. smn 2,700 


Decrease caused by losses. Assume that during the first year 
after the acquisition of a 100% interest in a subsidiary, the sub- 
sidiary had a net income of $20,000, that it suffered a loss of 
$30,000 during the second year, and that it paid no dividends 
during either year. i 

If the parent uses the equity method, the balance of its invest- 
ment account and its retained earnings will have been reduced 
$10,000 by the end of the second year. What entries should the 
parent make if it uses the cost method? 

If the parent uses the cost method, we face a difference of opinion 
among accountants. Accountants generally believe that, if losses 
have materially, and apparently permanently, impaired the invest- 
ment, the investment account should be written down to give 
recognition to a lost cost. But some accountants would go further 
and say that ‘‘materially and apparently permanently”’ is not 
an essential test, and that conservative accounting requires that 
a parent using the cost method should give recognition in its 
accounts to an accumulated net loss of the subsidiary since 
acquisition even though it gives no recognition to subsidiary 
earnings not distributed in dividends. 

If this point of view is adopted, the parent in this illustration 
would debit Retained Earnings or a special income-statement 
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account and credit the investment account $10,000, the amount 
of the net loss since acquisition. 

Decrease caused by losses and dividends. Assume that, during the 
first year subsequent to the acquisition of a 100% interest in a 
subsidiary, the subsidiary lost $5,000 and paid a $6,000 dividend. 

If the parent uses the cost method and adopts the policy of 
reducing the balance of the investment account for accumulated 
losses since acquisition, its entries will be: 


Retained earnings (or a special income-statement account)... 5,000 
Investment in stock of subsidiary................. 5,000 
To reflect subsidiary loss since acquisition. 
Cashie eee a at. dele. aacud Gynt ep. eee. or 6,000 
Investment in stock of subsidiary................. 6,000 


Dividend received. 


Effect on eliminations. Entries such as the above reduce the 
investment account below cost. Subsequently, when consolidated 
working papers are being prepared, it is helpful to show therein 
that a portion of the retained earnings as of the date of acquisition 
has been lost and that such decrease in subsidiary net assets has 
been taken up by the parent company by an entry or entries writing 
down the investment account. In effect, the retained earnings at 
acquisition are divided into two parts: 


(1) Decrease in retained earnings credited to the investment 
account. 
(2) Balance of the retained earnings at acquisition. 


As an illustration of this working paper procedure, consider the 
following assumed facts: 


At acquisition : 


Cost of investment in subsidiary—100% interest............... $100 , 000 
Subsidiary stockholders’ equity: 
Wapivaltstoeks ee eco yp ete perce ete oi oe cine eect eye PA ee oe $ 80,000 
Retainedseamingdacd.tck: Gan. Seana vat bertad pean). tae eee OE 20, 000 


Entries made by parent company for the decrease in the sub- 
sidiary’s net assets caused by losses and dividends since 
acquisition (just illustrated) : 


Retained earnings (or a special income-statement account)... 5,000 
Investment in stock of subsidiary................. 5,000 

OR STOR eas ik Se ET een ee akan ete See aa cae 6,000 
Investment in stock of subsidiary................. 6,000 


Assume that after such decreases, the subsidiary earned a net 
income of $3,000, with the result that its retained earnings at 
the beginning of the year are now $12,000. 
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The partial working papers on page 353 illustrate the division 
of the at-acquisition retained earnings and the elimination of the 
parent’s investment. 

Stock paid for with noncash assets. If subsidiary stock is 
paid for with assets other than cash, the investment should be 
recorded on the parent’s books at the fair value of the stock or the 
fair value of the noncash assets, whichever is the more definitely 
determinable. Such a transaction may therefore result in the 
recording of a gain or a loss. 

If a fair value is not determinable for either the stock acquired or 
the assets parted with, it may be necessary to record the investment 
in the subsidiary stock at the book value of the assets used for 
payment. 

Stock acquired by issuance of parent’s stock. The 
principle stated in the preceding section generally applies also to 
transactions in which the parent’s stock is exchanged for subsidiary 
stock. The fair value of the parent’s stock or of the subsidiary stock, 
whichever is more definitely determinable, should be the basis for 
recording the exchange. 

Some other basis should not be used merely because the parent 
company management may be disinclined to recognize a discount 
in the entry to record the issuance of the parent stock. Nor should 
another basis be used merely because the general inclination of 
accountants to be conservative might tend to deter them from 
setting up a Premium on Stock account on the parent’s books, 
particularly if, in the consolidated balance sheet, the stock premium 
would be offset by an intangible asset of goodwill. 

Holdings of no-par shares. The method of making working 
paper eliminations is not affected by the fact that the subsidiary’s 
stock is without par value. The elimination from the subsidiary’s 
capital stock account is the parent’s percentage of the balance in 
that account. 

Changing from par to no par, or vice versa. If a sub- 
sidiary changes from a par to a no-par basis, or vice versa, with no 
change in the balance of the capital stock account, the accountant 
is not confronted with any working paper problem. 

The situation is different if the balance in the capital stock 
account is increased by a transfer from retained earnings and if 
the parent uses the cost-basis method of accounting. Two cases are 
described below. 

Transfer less than retained earnings at date of acquisition. Assume 
that Company P acquired 80% of the stock of Company S when 
the latter company had $200,000 of par value capital stock and 
$75,000 of retained earnings. The cost of the stock was 80% of 
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$275,000, or $220,000. Subsequently, Company S changed from a 
par to a no-par basis and increased the balance in its capital stock 
account by a transfer of $50,000 of retained earnings. Partial 
working papers for the preparation of consolidated statements at a 
still later date, when the retained earnings amounted to $45,000, 
are at the top of page 355. 

The eliminations are: 


From retained earnings: - 
80% of $25,000 (the portion of retained earnings at acquisition 


not. capitalized) \.08 WF sc, sam cee eee ere Ieee roobeg $ 20,000 
From capital stock: 
80%! of $250:000 Seas ae ds ee ater eee, Serer aero ee rarer 200 , 000 
From the investment account: 
Book value at acquisition—80% of $275,000................ 220,000 


The minority interest in the retained earnings consists of the 
following: 


20% of the $25,000 portion of the retained earnings at acquisition 


not, capitalized s;..6.sotmox Wee eee a eee $ 5,000 
20% of the $20,000 increase in retained earnings since acquisition 4,000 
Total, Riot: POR NT Nik ee, bn 24302 1s Vo RCL eres $ 9,000 


The $16,000 of retained earnings extended to the Consolidated 
columns is the $20,000 increase in subsidiary retained earnings 
since acquisition minus the minority’s $4,000 interest in the 
$20,000 increase. 

Transfer in excess of retained earnings at date of acquisition. Let 
us now change the illustration by assuming that the subsidiary 
increased the balance in its capital stock account from $200,000 
to $280,000—an increase of $80,000, which had the effect of 
capitalizing $5,000 of retained earnings accumulated by the sub- 
sidiary after the date of acquisition. Partial working papers are at 
the bottom of page 355. 

Since the consolidated retained earnings should include the 
parent’s share of all subsidiary earnings accumulated subsequent 
to the date of acquisition (whether left in the Retained Earnings 
account or capitalized), the $224,000 elimination from the sub- 
sidiary’s capital stock account (80% of $280,000) is offset by a 
$4,000 credit (80% of $5,000 post-acquisition earnings capitalized) 
to Retained Earnings at the beginning of the period, and by the 
elimination from the investment account of the $220,000 book 
value of the subsidiary stockholding at the date of acquisition. 

If the parent uses the equity method of accounting, no working 
paper problems will arise because the parent will have taken into 
its own retained earnings its share of the earnings of the subsidiary 
since acquisition. 
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Stock dividends. No entry should be made by a parent 
company for a common-on-common stock dividend received from a 
subsidiary, except a notation of the number of shares received. 

Stock dividends have the same effect on the subsidiary’s accounts 
as that produced by a transfer of retained earnings to capital stock 
in connection with a change from par to no par or from no par to 
par. If the parent uses the cost basis of accounting, the working 
paper procedure would be similar to that shown in the preceding 
illustrations. If the parent uses the equity method, no working 
paper problems will arise because the parent will have taken into 
its own retained earnings its share of the earnings of the subsidiary 
since acquisition. 

Although the inclusion in consolidated retained earnings of a 
subsidiary’s post-acquisition earnings capitalized by a stock 
dividend is the generally accepted procedure, some opposition 
opinion has been expressed. It has been contended that the earnings 
so capitalized can never be made the basis of cash dividends to the 
parent company unless the stock dividend is rescinded by the 
subsidiary, and that including such capitalized earnings in the 
consolidated retained earnings overstates the dividend-paying 
potential of the parent. The answer to this argument seems to be 
that the amount of retained earnings shown in a consolidated 
statement should not be presumed to indicate the retained earnings 
available for parent company dividends. 

It is generally agreed that, if the retained earnings shown in a 
consolidated statement include a material amount of post-acquisi- 
tion earnings capitalized by a stock dividend or by a change from 
par to no par or vice versa, footnote disclosure should be made. 

Allocation of decreases in subsidiary retained earnings on 
lifo and fifo bases. On page 349, under the caption ‘‘ Decrease 
caused by dividends,” the following statement was made: “ Al- 
though a cash dividend from retained earnings accumulated by a 
subsidiary prior to acquisition appears to have a legal status of 
income to the parent company, accountants are in general agree- 
ment that a cash dividend paid by a subsidiary to its parent should 
be regarded as coming from the most recently acquired surplus 
(ufo concept), and that any dividends received by the parent in 
excess of its share of the subsidiary’s earnings since acquisition 
should be regarded as a partial recovery of cost and be credited to 
the investment account.”’ 

In the discussions of the capitalization of retained earnings in 
connection with a change from par to no-par stock and in connec- 
tion with stock dividends, the allocation of the decrease in retained 
earnings was made on the basis of the fifo concept. The difference 
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in procedure is due to the difference in the objectives to be attained. 

In the case of cash dividends, the objective is to determine to 
what extent, if any, the subsidiary’s cash dividends since the date 
of acquisition have exceeded its earnings since that date, because 
accountants believe that dividends paid from pre-acquisition 
earnings should not be regarded as income to the parent. The 
comparison of dividends and earnings since acquisition is an applica- 
tion of the lzfo concept. 

If transfers have been made from subsidiary retained earnings to 
capital stock, the objective is to determine whether any portion of 
the amount transferred came from earnings accumulated sub- 
sequent to acquisition, because such post-acquisition earnings, 
even though capitalized by the subsidiary, are properly included in 
the consolidated retained earnings. To determine whether any 
post-acquisition earnings were capitalized, the amount capitalized 
is compared with the retained earnings at acquisition—an applica- 
tion of the fifo concept. 
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Parent and Subsidiary 


Accounting (Continued) 


Difference Between Cost of Investment and Book Value 
at Acquisition 


Separate accounts for differences. The preparation of 
consolidated working papers may be somewhat simplified if the 
difference between the cost of the investment in the subsidiary 
stock and its book value at acquisition is carried in a separate 
account, or at least shown as a separate item in the working papers, 
thus: 


Investment in stock of Company S: 


Book walue, Se Paes sche tren oe ee one net 219,86 2 SO 
Excess of cost over book value at acquisition.......... Sky ck 
or thus: 
Investment in stock of Company S: 
BOG Values Siptecscc ccs erent es “conan Oatee eisai cl ore eee SOC 
Excess of book value over cost at acquisition.......... KK SOK 


The book value element is the book value at the date of acquisi- 
tion if the parent uses the cost method; it is the book value at the 
balance sheet date if the equity method is used. It is eliminated; 
the working paper treatment of any excess is discussed below. 

Excess of cost over book value. What disposition should be 
made, in the preparation of consolidated statements, of any excess 


of the cost of a parent’s investment in stock of a subsidiary over the | 
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book value of the stock at the date of acquisition as shown by the 
accounts of the subsidiary? 

For years it was the almost universal practice, generally recog- 
nized as acceptable, to show such an excess in the consolidated 
balance sheet as goodwill. In recent years the propriety of this 
procedure has been questioned, and other treatments have been 
advocated by the American Accounting Association and the 
American Institute of Certified Public Accountants. 

Adjustments of asset valuations. Showing the entire excess 
of cost over book value as goodwill may be incorrect because the 
parent company may have paid more than book value for the stock 
for various reasons: 


The excess may indicate the existence of unrecorded intangibles 
other than goodwill, such as patents and franchises; 

Errors of accounting principle may have been committed by the 
subsidiary, with the result that its assets are shown at book 
values less than properly determined cost-basis valuations; 

Subsidiary assets may be worth more than cost-basis values. 


Going-concern cost-basis valuations, although appropriate for 
subsidiary statement purposes, are not necessarily proper valua- 
tions for consolidated statement purposes. The acquisition of the 
subsidiary stock may be regarded, from a consolidated standpoint, 
as comparable to a purchase of subsidiary net assets, and the cost 
of the stock therefore may be regarded, from a consolidated stand- 
point, as the price paid by the parent for its interest in the under- 
lying net assets. Since cost is an acceptable accounting basis for 
assets, there would seem to be no violation of accounting principles 
if the consolidated balance sheet showed amounts in terms of cost 
to the parent or controlling company. 

For any and all of these reasons, there seems to be much to be 
said in favor of discontinuing the traditional procedure of applying 
the title of ‘‘Goodwill” to the total excess of cost over book value, 
and of adopting a procedure of scrutinizing the subsidiary balance 
sheet valuations to determine the extent, if any, to which the excess 
should be applied to the valuations of various assets. This does not 
mean that none of the excess should be shown in the consolidated 
balance sheet as goodwill; it may be that part or all of the excess 
payment was made in recognition of the subsidiary’s earning power. 

Excess not allocated to assets. Accepting the procedure of 
adjusting subsidiary asset valuations as theoretically desirable, 
there may be no satisfactory information about the amounts by 
which such valuations should be adjusted. It may then be necessary 
to show the excess as a separate item on the asset side of the 
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consolidated balance sheet, with some title such as ‘‘Excess of cost 
of subsidiary stock over book value thereof at date of acquisition.” 
If portions, but not all, of the excess can be assigned to specific 
subsidiary assets, the remainder may be shown in the consolidated 
balance sheet with some caption such as “‘ Portion of excess of cost 
of subsidiary stock over book value thereof at acquisition not 
assigned to specific subsidiary assets.”’ 

Institute bulletin. Accounting Research Bulletin No. 51, 
issued in August of 1959, states in paragraph 7: 


‘‘Where the cost to the parent of the investment in a purchased 
subsidiary exceeds the parent’s equity in the subsidiary’s net 
assets at the date of acquisition, as shown by the books of the 
subsidiary, the excess should be dealt with in the consolidated 
balance sheet according to its nature. In determining the difference, 
provision should be made for specific costs or losses which are 
expected to be incurred in the integration of the operations of the 
subsidiary with those of the parent, or otherwise as a result of the 
acquisition, if the amount thereof can be reasonably determined. 
To the extent that the difference is considered to be attributable to 
tangible assets and specific intangible assets, such as patents, it 
should be allocated to them. Any difference which cannot be so 
applied should be shown among the assets in the consolidated 
balance sheet under one or more appropriately descriptive cap- 
tions. When the difference is allocated to depreciable or amortizable 
assets, depreciation and amortization policies should be such as to 
absorb the excess over the remaining life of related assets.”’ 


Working paper adjustments of subsidiary assets. Adjust- 
ments of subsidiary asset valuations may be made on the sub- 
sidiary’s books if such adjustments could be made, without viola- 
tion of generally accepted accounting principles, in the absence of a 
purchase of a controlling interest in the stock of the subsidiary. 
Otherwise, the adjustments should be made in the consolidated 
working papers, as illustrated on page 361. It is assumed that the 
subsidiary stock was acquired on December 31, 1961, for $75,000. 

Adjustments of operating results—Depreciation. Con- 
sideration will now be given to the following sentence in the above 
quotation from A.R.B. No. 51: ‘‘When the difference is allocated 
to depreciable or amortizable assets, depreciation and amortization 
policies should be such as to absorb the excess over the remaining 
life of related assets.’’ 

If the adjustments of asset valuations are made in the sub- 
sidiary’s accounts, no problems will arise, since the subsidiary’s 
accounts presumably will show depreciation and amortization on 
the basis of the adjusted valuations. 
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But if the adjustments of asset valuations are made in the work- 
ing papers, related adjustments of depreciation and amortization 
charges will be required in the working papers, and these will affect 
the subsidiary’s net income taken into consolidated net income. 

Refer to the partial working papers on page 361, where it is 
assumed that the subsidiary is wholly owned; adjustments were 
made of the buildings valuation and the accumulated depreciation. 
It is assumed that the buildings had an estimated original life of 
five years; therefore, a 20% depreciation rate was applied by the 
subsidiary. It also is assumed that the buildings were one year old 
at the date of the acquisition of the subsidiary stock by the parent 
company; therefore, they had an estimated remaining life of four 
years; consequently, a 25% rate must be applied to ‘‘absorb the 
excess [$10,000 added to buildings minus $2,000 added to accumu- 
lated depreciation, or $8,000 net] over the remaining life of [the] 
related assets.” 

A tabulation showing the required working paper adjustments 
during the remaining life of the buildings is shown on pages 364 
and 365. 

It is assumed that the buildings, fully depreciated at the end of 
1965, were abandoned on January 1, 1966. The tabulation on page 
365 shows the entry per books to record the abandonment. 

The last line of the tabulation shows the acquisition adjustment 
to be made at the end of 1966 and each subsequent year. The 
$8,000 debit to the subsidiary’s retained earnings is made because 
the $8,000 portion of the excess of the cost of the subsidiary stock 
over its book value at acquisition, allocated to the net valuation of 
the buildings, has become a depreciation charge (on a consolidated 
basis) against the earnings of the subsidiary. Therefore, the re- 
tained earnings of the subsidiary at the beginning of 1966 were 
$8,000 smaller on a consolidated basis than on a per-books basis. 

Other adjustments of operating results. If the assets 
subject to depreciation or amortization are used in manufacture, 
the cost of goods manufactured will include depreciation or 
amortization on a per-books basis. The cost of goods manufactured, 
the cost of goods sold, and the cost of goods remaining in the 
inventory might require adjustment to include depreciation or 
amortization on the element of asset cost (consolidated basis) 
resulting from the allocation of the excess of the cost of the sub- 
sidiary stock over its book value at acquisition. 

And if profits have been made by the subsidiary on sales to the 
parent and some of the goods remain in the parent’s inventory, the 
cost of the goods theoretically should include depreciation or 
amortization of the ‘‘excess” for purposes of computing intercom- 
pany profit in the inventory. 


Ch. 20 PARENT AND SUBSIDIARY ACCOUNTING 363 


Adjustments of the nature mentioned in the two preceding 
paragraphs may be ignored because the amounts are immaterial; 
or they may be impossible if the amounts are not determinable. 

Minority interest. Refer to the partial working papers on 
page 361 and assume the same facts shown there except that the 
parent acquired only a 90% interest in the subsidiary stock. The 
price paid was $67,500, or 90% of the $75,000 paid for a 100% 
interest. The elements of the cost of the stock are: 


Book value at acquisition—90% of $60,000.................... $54, 000 
IBIXCESSt@leCORDLOVER DOOk alliemae mee ny. “ae te ae 13,500 
AMOUEE he corte note a RR Ae, SORE ee an Pert A SES Lebar nee. Be $67 , 500 


Should the asset-valuation adjustments be made in the same 
amounts as those shown under the 100%-owned conditions, or for 
only 90% thereof? 

If the asset adjustments were made on the 100% basis, totaling 
$15,000, they could not be made entirely by an adjustment credit 
against the $13,500 excess of cost over book value. The remaining 
$1,500 would have to be dealt with as an adjustment credit to the 
minority interest. But, during the long period of time when the 
excess of cost over book value was allocated to goodwill, the good- 
will shown by the consolidated balance sheet was only the amount 
of the excess paid by the parent company; no adjustment of the 
minority interest was made. The fact that the excess of cost over 
book value is allocated to various assets instead of wholly to good- 
will does not seem to necessitate a change in this practice; hence, 
no adjustment is made of the minority interest. 

The minority interest in the subsidiary’s net income should be 
based on the net income per books, unaffected by depreciation 
adjustments such as those shown in the tabulation on pages 364 
and 365. 

Excess of book value over cost. The traditional treatment 
for consolidated balance sheet purposes of an excess of the book 
value, at the date of acquisition, of the subsidiary stock over the 
cost to the parent company, is stated below: 


If goodwill appeared in the balance sheet of the subsidiary whose 
stock was acquired at less than book value, the excess of book 
value over cost was applied as a reduction or elimination of 
the goodwill of the subsidiary. 

If no goodwill appeared in the balance sheet of this subsidiary, or 
if there was a Goodwill account but it was insufficient to 
absorb the excess of book value over cost, a deduction could 
be made from any goodwill appearing elsewhere in the working 
papers: that is, from goodwill in the balance sheet of the 
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parent company or any other subsidiary, or so-called goodwill 
represented by the excess of cost over book value of invest- 
ments in other subsidiaries. 

If the excess of book value over cost could not be absorbed 
against goodwill elements, the unabsorbed portion was 
shown in the consolidated balance sheet as Surplus from 
Consolidation. 


It is now coming to be recognized that these procedures are of 
questionable propriety. If goodwill appears in the balance sheet 
of the acquired subsidiary, it may be that the goodwill is fairly 
valued but other assets are overvalued. To apply an excess of book 
value over the cost of the stock of one subsidiary against goodwill 
appearing elsewhere in the working papers is subject to question 
on the grounds that it offsets elements that are related in name 
only, and that it results in writing off goodwill presumably paid for 
in other transactions by the parent or other subsidiaries. 

Institute bulletin. Accounting Research Bulletin No. 51, 
quoted above in the matter of an excess of cost over book value, 
contains the following statement in paragraph 8: 


‘“‘Tn general, parallel procedures should be followed in the reverse 
type of case. Where the cost to the parent is less than its equity in 
the net assets of the purchased subsidiary, as shown by the books 
of the subsidiary, at the date of acquisition, the amount at which 
such net assets are carried in the consolidated statements should 
not exceed the parent’s cost. Accordingly, to the extent that the 
difference, determined as indicated in paragraph 7, is considered to 
be attributable to specific assets, it should be allocated to them, 
with corresponding adjustments of the depreciation or amortiza- 
tion. In unusual circumstances there may be a remaining difference 
which it would be acceptable to show in a credit account, which 
ordinarily would be taken into income in future periods on a 
reasonable and systematic basis. A procedure sometimes followed 
in the past was to credit capital surplus with the amount of the 
excess; such a procedure is not now considered acceptable.”’ 


Working papers. Adjustments in working papers for the year 
of acquisition and subsequent years are similar, but in reverse, to 
those shown on page 361 and on pages 364 and 365. 

Adjustments of inventory valuations because of downward 
adjustments of the valuations of assets used in manufacture and 
subject to depreciation or amortization may be appropriate, for 
reasons comparable to those stated on page 362 under the caption 
‘Other adjustments of operating results.”’ 


Ch. 20. PARENT AND SUBSIDIARY ACCOUNTING 367 


Provision for integration costs and losses. The authors 
are disposed to question the recommendation in the bulletin that a 
provision should be made for ‘‘specific costs or losses which are 
expected to be incurred in the integration of the operations of the 
subsidiary with those of the parent, or otherwise as a result of the 
acquisition.”’ Since the amount of the provision probably would be 
a matter of estimate not supportable by objective evidence, might 
not the door be opened for management to favorably manipulate 
subsequent reports of operations? 

Interdiction against credit to capital surplus. Although 
the Institute’s Committee on Accounting Procedure voiced an 
objection to showing an excess of book value over cost as capital 
surplus in a consolidated balance sheet, it undoubtedly recognized 
that it might not be feasible to allocate the excess wholly or even 
partially in the ways suggested in the bulletin. Presumably there 
would be no objection to showing such unallocated excess on the 
credit side of the balance sheet, with some such title as ‘‘Book 
value of subsidiary stock at date of acquisition in excess of cost,”’ 
or ‘‘ Portion of excess of book value of subsidiary stock at acquisi- 
tion over cost not assigned to specific subsidiary assets.” 

Unallocated excesses shown “‘broad’’ or net. If there are 
several subsidiaries and cost exceeded book value in some instances 
whereas book value exceeded cost in others, and if all or portions 
of such excesses cannot be allocated to specific assets, the total of 
the unallocated cost excesses may be shown on the asset side of the 
balance sheet and the total of the unallocated book value excesses 
may be shown on the credit side; or the net amount of the unal- 
located excesses may be shown in one amount on the appropriate 
side of the balance sheet. 

Asset adjustments subsequent to acquisition. Assume 
that, when consolidated statements were first prepared, no satis- 
factory information was available to permit assigning the difference 
between cost and book value at acquisition to specific assets, and 
that the difference was shown in the consolidated balance sheet as 
an excess of cost over book value or as an excess of book value over 
cost. Assume, further, that such information as of the date of 
acquisition was developed later, and was to be made the basis for 
the allocation of the difference between cost and book value to 
specific assets in subsequent consolidated balance sheets. Regard- 
less of whether the asset valuation adjustments are made on the 
subsidiary’s books or in the consolidated working papers, it is 
obvious that the consolidated balance sheet should not show assets 
at adjusted valuations and also show the total difference between 
cost and book value at acquisition as a balance sheet item. If the 
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use of the post-acquisition information causes material differences 
between amounts shown in consolidated statements issued before 
and after such use, it might be desirable to append footnotes to 
the consolidated statements stating the reasons for the differences. 


Statement Working Papers 


Working papers prepared from statements. Consolidated 
working papers previously illustrated were prepared from parent 
company and subsidiary trial balances. Subsidiaries frequently 
furnish their statements to the parent company; in such cases, the 
working papers can be prepared from the statements. 

Working papers prepared from company statements are illus- 
trated on pages 369 and 370. Observe the following differences 
between these working papers and those previously illustrated: 


Features peculiar to statement working papers: 


The essential difference between statement papers and trial 
balance papers is: Since the data in the Company columns 
are presented in statement sequence, the data in the Con- 
solidated column appear in statement sequence, thus facilitat- 
ing the preparation of the consolidated statements. 

If the working papers are prepared from trial balances, a pair 
of debit and credit columns is needed for each company and 
for the consolidated data. If the working papers are pre- 
pared from statements, a single column may be used for the 
statements of each company and for the consolidated 
statements. Pairs of columns, instead of single columns, may 
be used if it is not important to limit the width of the work- 
ing papers. 


Procedure that can be used in trial balance papers also: 


Details accounting for the cost of goods sold are omitted. 
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Adjusting Company Statements 


If the company statements submitted for preparation of con- 
solidated working papers are incorrect because of omissions or 
errors in the accounts, it may be preferable to adjust the statement 
amounts before preparing the consolidated working papers. A 
preliminary work sheet, such as the one on page 373, may be used 
for this purpose. 

In the illustration, it is assumed that Company P owns all of the 
stock of Company S, and that consolidated statements are to be 
prepared for the year ended December 31, 1962. 

Adjustments of subsidiary’s statements. Shortly before the end 
of the year, Company P made a $4,000 sale to Company S which 
was not recorded on the books of the subsidiary: 


CAD MPUTCRASCS an oa ate ocd. 20 bic Roar te cane he in Leis Ae can ac eeeca cys 4,000 
Companyels acest Meh etter 4,000 


The goods were not included in the subsidiary’s inventory. 


(B) Inventory (Balance Sheet section).................... 4,000 
Inventory—Dec. 31, 1962 (Income Statement section) 4,000 
Company P acts as a selling agent for Company S on a com- 
mission basis. On December 31, 1962, Company P charged Com- 
pany S $1,000 as a commission on sales made during December, 
but this commission expense and liability were not recorded on the 
books of Company S. 


(©) a Salesxcommission Expense wa..e ices . Samer eo ae «ete 1,000 
Conipans Ms tee acetate Ale iat ok Ald, detehuee ane: 1,000 
Adjustments of parent’s accounts—Cost basis. On December 31, 
1962, Company S declared a $3,000 dividend, payable in 1963. 
No entry was made by the parent. 


4D) eDividends receivables-y..5.. cure Hosta peea ss castes 3,000 
Divider Gd FINCOMe cha ord tiers oa Oe ierarl> atouerelre 3,000 
Company P owns $40,000 par value of bonds of Company S; 
interest accrued on December 31, 1962, has been recorded by the 
subsidiary but not by the parent. 
(E) Accrued bond interest receivable.................0045. 1,200 
BondinterestsimComerer caer rimititoe eb: Eeecie sg 1,200 
Adjustments of parent’s books—Equity basis. The subsidiary’s 
net income for 1962 per its books was taken up by the parent 
company by a debit to Investment in Stock of Company S and a 
credit to Income from Company S. But the net income of Company 
S was overstated $1,000 because of the omission of $1,000 of sales 


commission expense. 
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(©) -Income fromiCompanysSane ene ee eee eee 1,000 
Investment in stock of Company S................ 1,000 


Under the equity method, the parent credits subsidiary divi- 
dends to the investment account. The adjustment for the un- 
recorded dividend is: 


(Dy MDividendstreceivablesw: Me eee eels. eee te 3,000 
Investment in stock of Company S............... 3,000 


The adjustment for the accrued bond interest is the same under 
the equity method as under the cost method. 


(E) Accrued bond interest receivable...................... 1,200 
BomdlamtereststnCoue my rase ete eee te eae 1,200 


Of course, if a preliminary work sheet is not used, the corrections 
will have to be made in the Adjustments and Eliminations columns 
of the consolidated working papers; if there is a minority interest, 
any corrections affecting the subsidiary’s net income will have to be 
given consideration in the computation of the minority interest in 
the net income. The decision regarding the use of a preliminary 
work sheet will be influenced by the number and complexity of the 
required adjustments. 


Some Special Minority Interest Matters 


Minority interest; subsidiary deficit. Most accountants 
are of the opinion that, if a subsidiary has a deficit, the minority 
interest should be shown at an amount equal to the minority’s 
share of the capital stock of the subsidiary minus its share of the 
subsidiary deficit at the date of the consolidated balance sheet. 
Some accountants, however, would show the minority interest at 
an amount equal to the minority’s interest in the capital stock of 
the subsidiary without deduction of the minority’s share of the 
deficit. This position seems to be untenable. 

If the minority share of the subsidiary deficit is not treated as a 
deduction in determining the minority interest, it must be treated 
as a deduction in determining the consolidated retained earnings. 
Accountants who advocate such a procedure defend it on the theory 
that, while the minority will share in subsidiary earnings, the 
parent company will be obliged to ‘‘absorb the losses” of the 
subsidiary. 

Although it is true that the subsidiary may be such an essential 
part of the organization that the parent company will consider it 
expedient to retain its ownership of the stock in spite of losses, it 
does not seem necessary for the parent company to assume the 
magnanimous position of allowing the minority stockholders to 
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share in subsidiary earnings while relieving them of any reduction 
in the book value of their stock caused by subsidiary losses. Losses 
reduce the value of all shares proportionately. If the subsidiary 
becomes unable to pay its debts, the parent company may advance 
the funds necessary to prevent the creditors from forcing the 
subsidiary into liquidation; but, even in such an extreme case, there 
seems to be no reason why the parent should relieve the minority 
stockholders of their share of the subsidiary loss, so long as losses 
do not exceed the capital stock and the minority stockholders have 
an equity in the capital stock, from which their share of losses can 
be deducted. 

To show why this is so, let us assume that a subsidiary’s losses 
have resulted in a deficit equal to the capital stock, and that the 
parent company has not seen fit to make advances in order to keep 
the business out of the hands of the creditors. The creditors there- 
fore take possession, and the parent company loses its stock and 
the minority stockholders lose theirs. But the parent company does 
not bear the minority’s loss. 

On the other hand, assume that the parent company has made 
advances, so that the subsidiary’s condition is as follows: 


Subsidiary Balance Sheet 


Net assets): opr ery ae 5 $ 50,000 Advances from parent.... $ 50,000 
Deficit heey ek en a eee 1005000 @apitalestock 922s. 4. ....- 100,000 


The parent company may now take over the assets of the subsidiary 
in settlement of the advances; the parent company loses its portion 
of the stock and the minority stockholders lose theirs. 

The purpose of a balance sheet is to show the financial condition 
of a business organization. It appears that a consolidated balance 
sheet fulfills this purpose if it shows all of the assets and liabilities 
of the related companies and the interests of the parent company 
and of the minority stockholders in these net assets. Regardless of 
what the parent company may have to do in the future, it cannot 
be denied that the book value of the minority’s interest in the net 
assets of the organization is measured by the minority’s percentage 
of the subsidiary’s capital stock and retained earnings or deficit. 

Accounting Research Bulletin No. 51 takes the reasonable posi- 
tion that subsidiary losses should not be charged against the 
minority interest to the extent of reducing it to a minus quantity. 

Detailing minority interests. Custom differs with regard to 
the detailing of minority interests in the consolidated balance sheet. 
The following procedures are used: 


The minority interest in each subsidiary is shown in detail as to 
capital stock and surplus elements. 
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The minority interest in each subsidiary is shown in total, 
without detail as to elements. 
The total of all minority interests is shown in one amount. 


The minority stockholders should not look to consolidated 
statements for information relative to their investments, but should 
look to the statements of the subsidiaries. For this reason, it seems 
that the detailing of minority interests would be of little benefit to 
the minority stockholders. 

However, the investing public may be interested in knowing how 
much the assets of the consolidation can be reduced by dividend 
payments to minority stockholders. It is perhaps for this reason 
that the Securities and Exchange Commission requires that ‘‘a 
separation shall be made between the minority interest in the 
capital and in the surplus.”’ 
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Parent and Subsidiary 


Accounting (Continued) 


Intercompany Profits in Inventories 


Elimination of intercompany profits. If, after the date of 
affiliation, one of the affiliated companies sells goods to another 
affiliated company at a profit, and some or all of the goods remain 
in the purchasing affiliate’s inventory at the end-of the accounting 
period, the intercompany profit should be excluded from 


The earnings shown by the consolidated income statement; 

(A parent and its subsidiary are regarded, for consolidated 
statement purposes, as departments of a single business; no 
profit is realized by transfers of goods from one department 
to another.) 

The inventory valuation shown in the sq RBOLUR TE balance sheet. 

(Inventories should not be valued in excess of cost; costs to a 
consolidated group are incurred by dealings with outsiders, 
not by dealings between members of the group.) 


Per cent of intercompany profit to be eliminated. There 
has long been a unanimity of opinion that 100% of the intercom- 
pany profit should be eliminated if the intercompany sale was made 
by the parent or a wholly-owned subsidiary. Differences of opinion 
have existed regarding the percentage of intercompany profit to be 


eliminated if the intercompany sale was made by a subsidiary with 
376 
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a minority interest. For instance, if the sale was made by a 90%- 
owned subsidiary, many accountants have advocated that only 
90% of the intercompany profit should be eliminated. The 
American Institute and the American Accounting Association 
have now gone on record as of the opinion that 100% of the 
intercompany profit should be eliminated in order to reduce the 
inventory valuation to cost to the consolidation. 

The following general rule may therefore be stated: Eliminate 
100% of all intercompany profits regardless of the existence of a 
minority interest in a subsidiary that was a party to the inter- 
company transaction. 

Treatment in consolidated working papers. Illustrative 
working papers showing the mechanics of making eliminations of 
intercompany profits in inventories in accordance with the recom- 
mendations of the Institute and the Association are shown on pages 
379, 380, and 381. It is assumed that the parent acquired its stock 
interest in the subsidiary on January 1, 1961 at book value, and 
that the subsidiary had no retained earnings on that date. 

The illustrative cases embrace the following situations: 


Case A—Sales made by parent to subsidiary (whether wholly or 
partially owned): 


1961—Profit in ending inventory; 
1962—Profits in beginning and ending inventories. 


Case B—Sales by 100%-owned subsidiary (to parent or another 
subsidiary) : 


1961—Profit in ending inventory; 
1962—Profits in beginning and ending inventories. 


Case C—Sales made by subsidiary with a minority interest: 


1961—Profit in ending inventory; 
1962—Profits in beginning and ending inventories. 


Observe the following matters relative to all of the illustrations: 


Although the existence of intercompany profits in inventories 
presupposes the existence of intercompany sales, elimina- 
tions for such sales are not shown; they are not needed to 
illustrate the eliminations of intercompany profits. 


Intercompany profits in inventories were: 


December 31, 1961—-$ 800. 
December 31, 1962—$#1,100. 
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Elimination A—Intercompany profit in ending inventory ($800 
in 1961 papers; $1,100 in 1962 papers): 


Since the inventory is shown in the Income Statement papers 
as a credit, the profit is eliminated by a debit. 

Since the inventory is shown in the Balance Sheet papers as a 
debit, the profit is eliminated by a credit. 


Elimination B—Intercompany profit in beginning inventory 
($800 in 1962 papers) : 


Since this inventory is shown in the Income Statement papers 
as a debit, the profit is eliminated by a credit. 

The elimination of this profit in the 1961 working papers 
caused a reduction in the consolidated net income for that 
year, and consequently in the consolidated retained earnings 
at the end of the year. A similar reduction in the retained 
earnings on December 31, 1961 must be made in the 1962 
papers by a debit. The debit is made against the retained 
earnings of the parent or the subsidiary—whichever com- 
pany made the intercompany profit. 


Case B—Sales made by a wholly-owned subsidiary to parent or to 
another subsidiary—wholly or partially owned. The working papers 
for 1961 would be identical with those in Case A. 

The working papers for 1962 would be the same as those in Case 
A with one exception: since it is now assumed that the inter- 
company profit was made on sales by the subsidiary, the elimina- 
tion of the profit in the inventory on December 31, 1961 (the 
beginning of the statement year), in the Retained Earnings section 
of the working papers, would be made from the subsidiary’s 
retained earnings on that date instead of from the parent’s retained 
earnings. The elimination would be made as follows: 


Trial Balances and 
Ending Inventories Adjustments and 


Company S Eliminations 
RETAINED HARNINGS: 
Retained earnings—Dec. 31, 1961: 
Company 8S: 
ATA COUISIDION Sie rte inane — 
Increase to Dec. 31, 1961.... 8,500 800 


Case C—Sales made by a subsidiary with a 10% minority interest. 
Working papers are on pages 380 and 381. 

The eliminations of intercompany profits would not be affected 
by the existence of a minority interest. (Continued on page 382.) 
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The only new feature is the recognition of the intercompany profit 
in the computation of the minority interest in the subsidiary’s net 
income and its retained earnings at the beginning of the statement 
year. 

The minority interest in the subsidiary’s net income for 1961 is 
10% [$8,500 (net income per books) — $800 (intercompany profit 
in end-of-year inventory)], or 10% of $7,700, or $770. 

The minority interest in the subsidiary’s net income for 1962 is: 
10% of the subsidiary’s net income per books minus 10% of the 
increase in intercompany profits in inventories; the computation is 
shown in the Income Statement papers as 10% [$8,800 (net income 
per books) + $800 (profit in beginning inventory) — $1,100 
(profit in ending inventory)], or 10% of $8,500, or $850. 

The $770 shown in the Minority Interest column of the State- 
ment of Retained Earnings section of the 1962 working papers is 
10% of [$8,500 (the increase in the subsidiary’s retained earnings 
between the date of acquisition and the beginning of the statement 
year) — $800 (the intercompany profit in the inventory at the 
beginning of the statement year)]. Amounts to be shown in working 
papers for subsequent years would be similarly computed. 

The immediately preceding case indicates that if profits are made 
on intercompany sales made by a subsidiary with a minority 
interest, the elimination of any intercompany profit affects the 
consolidated and minority interests in the selling subsidiary’s net 
income as follows: 


Consolidated interest: 
Intercompany profit times parent’s per cent of interest in 
selling subsidiary. 
Minority interest: 
Intercompany profit times minority’s per cent of interest in 
selling subsidiary. 


This rule applies equally to situations such as the following: 
Company P (the parent) owns merchandise that it bought from 
90%-owned Company S, which made a profit of $10,000 on the 
sale; furthermore, Company S acquired the merchandise from 
Company 7 (75% owned by Company P), which had made a 
profit of $8,000 on the sale. The elimination of the intercompany 
profits affects consolidated net income and minority interests as 
follows: 

Consolidated Minority Interests 
Earnings Company S Company 7 


$10,000 profit made by Company S 
90% andl0 ie en a ee $9 , 000 $1,000 
$ 8,000 profit made by Company 7 
—=—( 7 ON Gs2 D\/Geeenee eeiaee 6,000 $2,000 
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Should gross or net profit be eliminated? Should the 
amount of the intercompany profit to be eliminated be based on 
the gross profit or the net profit of the selling affiliate? The gross 
profit is the generally accepted basis. It has been suggested by some 
accountants that the amount of the deduction should be deter- 
mined by using the selling affiliate’s ratio of net income to sales 
rather than its rate of gross profit. Such a procedure definitely 
appears to be improper. The object of the intercompany profit 
elimination is to reduce the inventory valuation to cost to the 
consolidated group; the use of the net income rate would produce a 
smaller inventory deduction than would be produced by the use 
of the gross profit rate; in other words, if the net income rate were 
used, some of the selling affiliate’s selling and administrative 
expenses would be included improperly in the inventory valuation 
in the consolidated statements. 


Inventoriable transportation costs. The fact that inter- 
company profits should be eliminated from inventories does not 
mean that the inventoriable cost to the purchasing affiliate 
necessarily should be the same as the cost to the selling affiliate. 
Costs of transportation-in (whether paid by the purchasing or 
selling affiliate) and any other properly inventoriable costs may be 
included in the inventory valuation. 


Market write-downs and intercompany profit deductions. 
If inventory valuations of goods acquired from affiliated companies 
have been reduced from purchase cost to market and the amount of 
the reduction is the same as, or greater than, the reduction that 
would have been made for intercompany profit, the inventory 
valuation will be equal to or less than the cost to the selling affiliate, 
and no further reduction in the valuation need be made. 

If the market write-down was less than the amount of inter- 
company profit, a working paper adjustment will be required, but 
only for the intercompany profit not eliminated by the market 
write-down. For instance, assume that goods that cost one affiliate 
$8,000 were sold to another affiliate for $9,000 and that they were 
inventoried at market, $8,300. The working paper adjustment for 
intercompany profit would be in the amount of $300. Such adjust- 
ments would be made, and minority interests in subsidiaries’ net 
income would be computed, in accordance with the procedures 
discussed and illustrated on preceding pages. 


Intercompany sales at a loss. Consistency seems to require 
that, since inventories should be reduced by the amount of any 
intercompany profit, they should be increased by the amount of 
any intercompany loss. Accounting Research Bulletin No. 51, pre- 
viously quoted in Chapter 20, supports this position. Adjustments 
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comparable to those illustrated on pages 379 and 380-381 would 
be made, but the inventories would be increased instead of de- 
creased. If the sale was made by a subsidiary with a minority 
interest (say, 10%), the minority interest in the subsidiary’s earn- 
ings would be 10% of (the subsidiary’s net income per books plus 
any intercompany loss in the ending inventory and minus any 
intercompany loss in the beginning inventory). 

With respect to inventory mark-downs for market declines, 
assume that goods that cost one affiliate $10,000 were sold to 
another affiliate for $9,000; that these goods remained in the 
purchasing affiliate’s inventory; and that they were valued at 
market, $8,500. Since the inventory was stated in accordance with 
the cost-or-market rule, at a valuation less than cost to the group, 
no working paper adjustment should be made. 

Profits from sales before affiliation. If the inventories 
contain goods that were sold by one company to another prior to 
their affiliation, should a deduction be made for intercompany 
profit? There is a difference of opinion among accountants on this 
question. Some believe that a deduction should be made; a survey 
published by the American Institute in 1956 indicated that this 
was the prevailing practice. The authors believe that this procedure 
is incorrect, for reasons stated below. 

If the profit was made by a company which subsequently became 
a subsidiary, the profit will not have found its way into the con- 
solidated retained earnings, and there seems to be no justification 
for taking out of the consolidated retained earnings something that 
never went there. Also, a reduction in the inventory valuation at 
the date of affiliation would result in an addition to the consolidated 
net income after affiliation; in other words, it would throw into 
consolidated net income subsequent to affiliation a profit made by 
one of the companies on a transaction which occurred before 
affiliation. And finally, a reduction in the subsidiary’s inventory 
and retained earnings at the date of acquisition would result in a 
reduction in the book value of the subsidiary at the date of acquisi- 
tion, and thus distort the relation between the cost of the invest- 
ment and its book value at acquisition. As a consequence, the 
deduction from the inventory valuation might be offset by an 
improper addition to the valuation of some other subsidiary asset. 

If the profit was made by the company which subsequently 
became the parent, one might take the position that, from a 
consolidated standpoint, the parent was reacquiring its mer- 
chandise, and any profit on the prior sale should be cancelled upon 
the reacquisition. Moreover, the elimination of the profit made on 
the sale prior to acquisition would not be subject to the objection 
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that consolidated retained earnings would be reduced by an element 
of profit that never had entered into consolidated retained earnings; 
the profit would be in the parent’s retained earnings and hence 
would become an element of the consolidated retained earnings 
after affiliation. Nevertheless, a deduction seems improper because 
it would result in including in consolidated net income subsequent 
to acquisition a profit which was reported in the parent’s income 
statement for a period prior to affiliation. 

Income taxes paid on intercompany profits. It may hap- 
pen that imcome taxes will have been paid on profits arising from 
the sale of goods remaining in the possession of a company within 
the consolidated family. When this occurs, from the point of view 
of the consolidated group the income tax eharge has preceded 
the realization of the profit, because the goods have not as yet 
reached outsiders. 

In some cases, such ‘‘prepaid”’ income tax amounts may not be 
significant and, therefore, may be ignored. When they are signif- 
icant, it is considered acceptable to reduce the amount of inter- 
company profit by the related income tax element. Otherwise, the 
net income shown in the consolidated statements will be under- 
stated as a result of the removal of intercompany profit and the 
retention of the related tax charge. To illustrate, assume that there 
is an intercompany gross profit of $10,000 to be eliminated as a 
result of $20,000 of sales by a parent to a subsidiary. Assume 
further that the parent, while making a gross profit of 50%, makes 
a net profit before income taxes of 10% on sales. Thus, the income 
subject to the income tax and attributable to the intercompany 
transaction which led to the unrealized intercompany profit would 
amount to 10% of $20,000, or $2,000. If the income tax rate is 
40%, the intercompany profit to be eliminated in the preparation 
of consolidated statements would be: 


TERUG TTV OE AC IRNES) OG TL. oats SAB oad uo Ob oeolo 4 to ule $10,000 
Related COMe CAxmee tt en eens rate een. ee meen ceed ; 800 
Elimination for intercompany profit—net of taxes............... $ 9,200 


If the parent and subsidiary companies elect to file their income 
tax returns on a consolidated basis, the above problem will not 
arise. 
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Affiliation Structures 


Father and son affiliations. The reader is already familiar 
with father and son affiliations such as the one diagrammed in 
Chart 1. The affiliation structure shown by Chart 2 is of a similar 
nature. 


A | $20,000 A | $40,000 
100 100 
90 90 80 
B $10,000 B $30,000 G $20,000 
10 10 20 
Chart 1. Chart 2. 
Father and Son Father and Sons 


The arrows indicate the direction in which control is exercisable, 
and the number in the break in an arrow shows the per cent of 
ownership in the company to which the arrow points. The number 
in a company box indicates the per cent of that company’s stock 
owned by outsiders. The net income of each company is shown at 
the side of its box. 

Income apportionment. The following table shows the ap- 
portionment of the net income of the parent and subsidiaries in 
Chart 2. Since Chart 2 is more comprehensive than Chart 1, it 
alone will suffice for purposes of illustration. The letters ‘“CNI” 
signify consolidated net income; the letters ‘‘“mB” and ‘‘mC” 
signify the minority interests in Companies B and C. 


Apportionment of Net Income of Companies A, B, and C 
to Consolidated Net Income and Minority Interests 


Apportionment of : Amounts Apportioned to 
____Net Income Per _— Proof by Consolidated Minority Interests 
Of To Cents Companies Net Income Company B Company C 
Company A ONI 100% $40,000 $40 , 000 
Company B CNI 90% $27,000 27, 000 
mB _10 3,000 $3 , 000 
Total Company B 100% $380,000 
Company C ONI 80% $16,000 16,000 
mC 20 4,000 $4, 000 


Total Company C 100% $20, 000 
Totalenc saver. erase $90 , 000 $83 , 000 $3, 000 $4, 000 
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The reader is also familiar with the method of computing the 
minority interest in the net income of a subsidiary if it made profits 
on sales of goods remaining in the inventory of an affiliated com- 
pany. For instance, refer to Chart 2 and assume that there were 
intercompany profits resulting from sales by Company B as follows: 


In inventory at the beginning of the year....................... $1,000 
In inventory at the end of the year 


Then the minority interest of Company B in the net income of 
that company would be: 


10% of ($30,000 + $1,000 — $1,500) = $2,950 


Father, son, and grandson affiliations. Charts 3 and 4 
show father, son, and grandson affiliations. The son companies, 
B and D, are minor parents: each holds a controlling interest in a 
grandson company. 


A $50,000 A $50,000 
100 100 
90 90 80 
$30,000 B $40,000 D $20,000 
10 20 
75 75 70 
G $20,000 6; $30,000 E $10,000 
25 25 30 
Chart 3. Chart 4. 
Father, Son, and Grandson Father, Sons, and Grandsons 


Income apportionment. Since Chart 4 is the more compre- 
hensive, it will be used for illustrative purposes. The income appor- 
tionment is shown on page 388. 
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Connecting affiliates. In the structure shown in Chart 5, 
part of Company A’s control of Company C is exercised through 
Company 6. However, Company B cannot properly be called a 
minor parent because it does not own a controlling interest in 
Company C’. It is only a connecting affiliate. 


A |$40,000 


100 


B $30,000 


G $20,000 


20 


Chart 5. 
Control Direct and Through 
Connecting Affiliate 


Income apportionment. 'The income apportionment for Chart 5 
is shown on page 390. 

Illustrative working papers. Working papers dealing with a 
father, son, and grandson relationship (Chart 3) are presented 
on pages 394 and 395. Similar procedures could be applied to a 
Chart 4 relationship. 

It is assumed that Company B acquired its 75% interest in the 
stock of Company C on December 31, 1959, at which date Company 
C’s retained earnings were $12,000. 

It is also assumed that Company A acquired its 90% interest in 
the stock of Company B on December 31, 1960; at that date, 
Company B’s retained earnings, exclusive of its interest (on a 
consolidated basis) in the increase in Company C’s retained earn- 
ings during 1960, were $20,000. 

Schedule 1, on page 391, shows the amounts of intercompany 
profits in the inventories at the beginning and end of 1962, the 
amounts of net income for 1962 after adjustments for intercompany 
profits, and the portions thereof to be shown in the Income State- 
ment section of the consolidated working papers as minority 
interests and consolidated net income. (Continued on page 390.) 
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Manufacturing operations. The companies whose accounts 
are consolidated in the working papers on pages 398, 399, and 400 
are engaged in manufacturing operations. Company P owns 90% of 
the stock of Company Y and 80% of the stock of Company Z. 
The retained earnings of the subsidiaries at the dates of acquisition 
are shown in the working papers. Company Y’s retained earnings 
have decreased since acquisition; Company Z’s retained earnings 
have increased. Company P carries its investments in the sub- 
sidiaries’ stocks at cost. Statements are to be prepared for the year 
1962. The working papers contain a separate column for the 
minority interest in each subsidiary. 


Adjustments and Eliminations 
A—Intercompany profits in December 31, 1961 inventories: 


On Sales Made By 
Company Y Company Z Total 


Profits in inventories of: 


Materials... ee eens Ona cue Ae $1,900 $1,800 $3,700 
Goodshingprocess:9s4 a ene ere 600 1,200 1,800 
inishederOOd Stems eee ira ee mele 1,200 2,800 4,000 

Potailes.. Se. a Sones cei area: $3, 700 $5,800 $9,500 


The adjustment entries credit the inventories with the 
amounts shown in the Total column, and debit the sub- 
sidiaries’ December 31, 1961 retained earnings with the 
totals of the Company Y and Company Z columns. 
B—Intercompany sales. 
C—Cash discounts on intercompany purchases and sales. 
D—Intercompany profits in December 31, 1962 inventories: 


On Sales Made By 
Company Y Company Z- Total 


Profits in inventories of: 


Materials. 5, 2.) Ses. 1 eee ee Se $2,000 $1,500 $3,500 
Goodstingprocessm, st aera seein 1,500 1,800 3,300 
Hinishedugood seems nen nena 1,300 1,300 

Votgls..: 5 es sativa Oe $4, 800 $3, 300 $8, 100 


The adjusting entries debit the inventories in the Cost of 

Goods Manufactured and Income Statement sections, and 

credit the inventories in the Balance Sheet section. 
Ki—Management service income and expense. 
¥—Interest on Company Z bonds owned by Company P. 
G—Dividend received by Company P on Company Y stock. 
H—Dividend received by Company P on Company Z stock. 
I—90% of Company Y’s retained earnings at date of acquisition. 
J—80% of Company Z’s retained earnings at date of acquisition. 
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K—Intercompany accounts receivable and payable. 
L—Company Z bonds owned by Company P. 


Observe the computation of the minority interests in the net 
income of the subsidiaries: 


Company Y—10% of [$27,710 (met income per books) plus $3,700 (inter- 
company profit in opening inventory on sales by Company 
Y—see tabulation under Adjustment A) minus $4,800 
(intercompany profit in ending inventory on sales by Com- 
pany Y—see tabulation under Adjustment D)] = $2,661. 

Company Z—20% of [$37,675 plus $5,800 (Adjustment A) minus $3,300 
(Adjustment D)] = $8,035. 
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Parent and Subsidiary 


Accounting (Continued) 


Intercompany Profits in Fixed Asset Transactions 


Adjustments for intercompany profits in fixed assets. 
Intercompany profit adjustments are required if one affiliated 
company makes a profit on a fixed asset sale to, or a construction 
contract with, another company in the consolidated group. As in 
the case of intercompany profits in inventories, the entire profit 
should be eliminated from the gross asset valuation. 

Intercompany profits in assets not subject to depreciation 
or amortization. To begin simply, we shall deal first with 
profits made on transactions involving fixed assets not subject to 
depreciation or amortization. As in the case of intercompany 
profits in inventories, three conditions may exist: 


Sale by parent to subsidiary (wholly or partially owned): 
Eliminations are made as follows: 
Year of sale: 
From the parent’s profit account, in the Income State- 
ment section ; 
From the purchasing subsidiary’s asset account, in the 
Balance Sheet section. 
Subsequent years—As long as the asset is held: 
From the parent’s retained earnings at the beginning of 
the year, in the Statement of Retained Earnings section; 
From the subsidiary’s asset account, in the Balance Sheet 


section. 
401 
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Sale by a 100%-owned subsidiary—to parent or another subsidiary 
(wholly or partially owned): 

Eliminations are made as indicated above, except that elimina- 
tions made from the parent’s accounts are now made from 
the selling subsidiary’s accounts. 

Sale by a 90%-owned subsidiary—to parent or another subsidiary 
(wholly or partially owned): 

Eliminations would be made as in the case of a wholly-owned 
subsidiary. 

Other working paper matters: 

In year of sale: 

The minority interest in the subsidiary’s net income 
would be 10% of (the subsidiary’s net income per books 
minus the intercompany profit). 

In subsequent years: 

In the Statement of Retained Earnings section of the 
working papers, the line for the increase in the sub- 
sidiary’s retained earnings since acquisition should 
show: 

In the subsidiary’s Trial Balance credit column—the 
increase in the subsidiary’s retained earnings, per 
books, from the date of acquisition to the beginning 
of the current year; 

In the Adjustments and Eliminations debit column— 
the amount of the intercompany profit; 

In the Minority Interest column—10% of (the 
increase in the subsidiary’s retained earnings per 
books minus the intercompany profit). 


Intercompany profits in assets subject to depreciation or 
amortization. We shall now consider cases in which it is 
assumed that, on December 31, 1961, an intercompany sale of 
machinery was made at a price of $10,000, which included a profit 
of $2,000; the machinery had an estimated life of four years after 
the date of sale. 

Regardless of the parent’s percentage interest in any subsidiary 
that was a party to the sale, the intercompany elimination in the 
year of sale would be: 


Profit on sale of machinery (selling company’s account)...... 2,000 
Machinery (purchasing company’s account)............ 2,000 


Sale by parent. As an aid to an understanding of adjustments 
and eliminations to be made in subsequent years, let us assume that 
the parent made the $2,000 profit by a sale of merchandise to a 
subsidiary, and that the subsidiary disposed of one-fourth of the 
merchandise during each of the four subsequent years; each year, 
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one-fourth of the intercompany profit would become realized. 

This inventory illustration is analogous to the fixed asset illustra- 
tion of a sale, at a $2,000 profit, of machinery with a four-year life 
subsequent to the sale; assuming that the straight-line depreciation 
method is used, the machinery is “disposed of” in equal annual 
amounts over its four-year life. Consequently, one-fourth, or 
$500, of the intercompany profit may be regarded as realized each 
year, and properly included in consolidated net income. Note, in the 
schedule of working paper adjustments and eliminations on pages 
404 and 405, how the parent’s retained earnings at the beginning 
of each year (beginning with 1963) are credited with the cumulative 
profit realizations of prior years. 

Sale by 100%-owned subsidiary. If the sale had been made by a 
100%-owned subsidiary to the parent, the adjustments and elimi- 
nations would be the same as those in the schedule on pages 404 
and 405. The columns headed ‘‘Parent’s Accounts’? would be 
headed ‘‘Subsidiary’s Accounts,’ and vice versa. Adjustments and 
eliminations would be the same if the sale had been made to 
another subsidiary. 

Sale by 90%-owned subsidiary. If the sale had been made by a 
90%-owned subsidiary, the adjustments and eliminations would 
not be affected. The only new feature would be the determination 
of amounts applicable to the minority interest. 

The minority interest in the subsidiary’s net income would be: 


Year of sale: 
10% of (the subsidiary’s net income per books minus the 
intercompany profit). 
Subsequent years during the life of the asset: 
10% of (the subsidiary’s net income per books plus the 
depreciation adjustment for the current year). 


The amount to be shown in the Statement of Retained Earnings 
section of the working papers as the minority interest in the in- 
crease in the subsidiary’s retained earnings from the date of 
acquisition to the beginning of the year would be: 


Year of sale: 
10% of the increase per books. 
First year after year of sale: 
10% of (increase per books minus intercompany profit on sale). 
Subsequent years during the life of the asset: 
10% of (increase per books minus the intercompany profit on 
the sale and plus the cumulative profit realizations of prior 


years). 
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Inventory adjustments related to profits in fixed assets. 
If goods are manufactured with the use of depreciating fixed assets 
acquired in a transaction involving an intercompany profit, the 
inventories at the end of the period may be overstated from a 
consolidated standpoint, because manufacturing costs per books 
include a charge for depreciation of the portion of the asset cost 
represented by intercompany profit. Or, stated in another way, 
intercompany profits in fixed assets have been transferred, by the 
depreciation entries, into intercompany profits in the finished 
goods and goods in process inventories. 

It is theoretically proper to make a working paper adjustment 
for such intercompany profits transferred through manufacturing 
costs into inventories, but it often is impracticable to do so because 
of the difficulty of determining the amounts. When the amounts of 
such intercompany profits can be determined, they are eliminated 
in the manner previously described for the elimination of inter- 
company profits in inventories. 


Book Value at Acquisition 


Stock acquired from the subsidiary. In the illustrations 
heretofore presented, it usually has been assumed that the parent 
company acquired the subsidiary stock by purchase from stock- 
holders of the subsidiary. Sometimes the stock is acquired directly 
from the subsidiary. In such cases it must be remembered that the 
book value of the subsidiary stock includes any premium paid by 
the parent company in the acquisition. To illustrate, assume that 
Company S had $50,000 of outstanding stock, and retained earn- 
ings of $12,000. An additional issue of $70,000 was authorized and 
sold for $103,000 to Company P, which thus became Company S’s 
parent. The excess of cost over book value at acquisition was 
$6,750, computed as follows: 


Cost. of stodkito parent i.cxccsear ois ie ences a recs ee en ee $108 , 000 
Book value of stock acquired: 
Stockholders’ equity before issuance of additional 


stock: 

Capital stock... 72 vee ene ernie $ 50,000 

Retained: earnings: ya. aercokuntodie deciees eee ten meee 12,000 
Additional capital paid in by parent: 

Capital stock. 1..0% 0; sn oon ga eens ce ee 70, 000 

Paid=in surplus iicndogathicn eee ea Bee eee ae 33,000 
Total. pcs oes 6 bie 4 4 eager eee eee $165 , 000 
Mo. thereoe so: suas. 5 serie aco acoece irre Ree Rie es Rae eee 96, 250 


Excess of cost over book valuenm...: ameter tt aeeeenaae $ 6,750 
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The elimination entry in the consolidated working papers is: 


Capital stock—Company S (2 of $120,000)............. 70,000 

Retained earnings—Company S (12 of $12,000).......... 7,000 

Paid-in surplus—Company S (Ke of $33 ee Get ah Ore see 19, 250 
Investment in stock of Company S.. SP equ engatt 96 , 250 


Several stock acquisitions—Control obtained by first 
purchase. Assume that Company P made the following pur- 
chases of stock of Company S: 


Date Per Cent Cost 
J ATLA Val WO DS eee LH es ee cuales 6 and, vases, Ma ee 60%  $ 90,000 
PANUAT VEL el OD Oe te CHAS ocd os ole coafac ies aid RO ee Ones 10 15,400 
Janiiaeygl: CUOGO AE. Mor (MSR csc. ois), eet aco Nee tees cco eee 20 31,600 
AWOL pee: chat Mt oo icc. oe n= nS RO ge 90% $137,000 


Assume that the parent company uses the cost basis of account- 
ing for its investment in the subsidiary; that consolidated state- 
ments are to be prepared for the year ending December 31, 1962; 
and that, during each of the years 1958 to 1961 inclusive, the 
subsidiary’s net income was $10,000 and its dividends were $6,000. 
Therefore, the subsidiary’s retained earnings increased $4,000 
each year. 

Since there were three purchase dates and the subsidiary’s 
retained earnings differed at the various dates, it is impracticable 
to divide the subsidiary’s retained earnings at the beginning of the 
year (in the Statement of Retained Earnings section of the working 
papers) into the two elements shown in preceding working papers: 
retained earnings at acquisition, and increase in retained earnings 
since acquisition. Instead, the portion of the subsidiary’s retained 
earnings to be eliminated (as applicable to the several dates of 
acquisition) may be computed as follows: 


Computation of Subsidiary Retained Earnings Applicable to Stock Purchases 


Purchases—January 1, 
1958 1959 1960 Total 
Retained earnings at date of acquisition $50,000 $54,000 $58,000 


Per cent of stock acquired........... 60% 10% 20% 
Retained earnings applicable to stock 
purchased: 
TOSSA oe ee: ee $30, 000 $30 , 000 
AOS OR LUM De ARN «ae see. $ 5,400 5, 400 
LO GORE Ss ny. Ses AALS ce eee $11,600 11,600 
BRO GSS: seececs sw des see aoe: $47 ,000 


The working paper procedure is shown on the following page. 
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The $47,000 elimination from Company S’s retained earnings is 
the amount determined by the preliminary computation. 

The minority interest is 10% of the $66,000 balance in the sub- 
sidiary’s Retained Earnings account. 

The $12,400 in the Consolidated column is the balance in the 
account minus the elimination and the minority interest. 

The amount of the subsidiary company’s contribution to con- 
solidated retained earnings is shown by the following computation: 


Percentages of subsidiary’s dividends taken into parent’s income: 


POS SO UCBNO Ls ps OOO Ae ines ne AAS WC nie: en oe ae Fay $ 3,600 
959 FOOL SO O00 fares 1a fe Tee ee een de Ree Oe 4,200 
19G0=-90 7 1OL/ SG: 0008 Mr. Aa te, ee ANE A eee 5,400 

1361 O05 OFF S6 O00 ad a Preteens FNS tag eet le ts ae pc 5,400 
DCO FET Le Sige cles rte st MOS OE ACORN oO ay ene Deon TT PES $18, 600 
Parent’s share of subsidiary’s retained earnings (per working papers) 12,400 
PLOCOI Maer peer etek tener eg eee 5 A ee WA de a $31,000 


If the parent company uses the equity method of accounting for 
its investment in the subsidiary, no special problem is raised by 
the fact that the subsidiary stock was acquired in three parcels at 
different dates. By the equity-method procedure of debiting its 
investment account and crediting income with its increasing 
percentages of the net income of Company S, the parent will have 
taken into its own retained earnings by December 31, 1961 (the 
end of the period preceding the statement year) its shares of the 
subsidiary’s net earnings, as follows: 


195S—GOSZ uote S10 OOO eck. lao Bsaret bee din Ree dla. sreuiicherase $ 6,000 
HOD 97007. 0% bUO00U san aot ein rete Ore eee. 7,000 
TICO—90'% OF-S1O!O00! 22 ees ee Sa eo ts | me tecumplernss oe ete ol Omens 9,000 
HOGI—-90 SG. Ole OOOO Se cst atie cee Gere e eerie oes saree 9,000 

TOC se Fea pe eh font eee i Pa, - byt nae ci ne coepeers $31,000 


Working paper eliminations and the computation of the con- 
solidated net income for the year can be made by the procedures 
explained in the discussion of the equity method presented in 
Chapter 19. 

Several purchases—Control not originally obtained. As- 
sume that a company makes more than one purchase of the stock 
of a company before control is obtained, as in the following 
illustration: 


January 1, 1959—Company P purchases 20% of the stock of Company S; 
January 1, 1960—Company P purchases 10% of the stock of Company S; 
January 1, 1962—Company P purchases 60% of the stock of Company S. 
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Accounting Research Bulletin No. 51 has the following to say 
with respect to such a situation: 


‘‘When one company purchases two or more blocks of stock of 
another company at various dates and eventually obtains control 
of the other company, the date of acquisition (for the purpose of 
preparing consolidated statements) depends on the circumstances. 
If two or more purchases are made over a period of time, the 
earned surplus of the subsidiary at acquisition should generally 
be determined on a step-by-step basis;”’ 


In other words, the working paper treatment would be the same 
as that described in the preceding section under the caption 
‘“‘Several stock acquisitions—Control obtained by first purchase.” 

But the bulletin goes on to say: 


‘“however, if small purchases are made over a period of time and 
then a purchase is made which results in control, the date of the 
latest purchase, as a matter of convenience, may be considered as 
the date of acquisition.” 


The procedure advocated is probably acceptable, but only ‘‘as a 
matter of convenience,” because it may be contended that the 
procedure may produce results that are not strictly correct 
theoretically. 

In the first place, it is questionable whether the convenient 
procedure results in a correct computation of the difference 
between cost and book value of the stock acquired, as shown below: 


Computations of Excess of Cost Over Book Value at Acquisition 
Subsidiary’s Stockholders’ 


Equity a Book Value Excess of 
Date of Capital Retained Per Cent of Stock Cost Over 
Acquisition Stock Earnings Total Acquired Acquired Cost Book Value 
Step-by-step computation: 
Jan. 1, 1959 $100,000 $25,000 $125,000 20% $ 25,000 $ 30,000 $ 5,000 


Jan. 1,1960 100,000 40,000 140,000 10% 14,000 17,000 3,000 
Jan. 1, 1962 100,000 75,000 175,000 60% 105 , 000 120,000 15,000 
Total excesses) of cost, over. book value. a... 08. ssme ogee dee $23 , 000 


Date control obtained taken as date of all acquisitions: 
Jan. 1, 1962. $100,000 $75,000 $175,000 90% $157,500 $167,000 9,500 
Diffsrened gc gay: vot § poe Soy Sa aed road oc ok oe ne Eee ron eee $13,500 


In the second place, it is questionable whether the suggested 
procedure results in a correct figure for consolidated retained 
earnings. The suggested procedure would deprive consolidated 
retained earnings of any portion of the increases in the subsidiary’s 
retained earnings between the actual dates of acquisition and the 
assumed date, as shown on page 411. 
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First purchase: 
Retained earnings: 


January 1, 1962—assumed date of acquisition. .... . $75 , 000 

January 1, 1959—actual date of acquisition........ 25,000 
iI CROASG Res, Capra. Me ee, I A ere we edit bd $50 , 000 
Bericeiiton stocksacquired as: testes uae 20% 
Increase applicable to stock acquired............. ee ee $10,000 


Second purchase: 
Subsidiary’s retained earnings: 


January 1, 1962—assumed date of acquisition. .... . $75,000 
January 1, 1960—actual date of acquisition........ 40,000 
PIRGREO LS Ss farSt ANT, AEE Bs POT Le SERVO) 
er cent ion stock acquiredceass)) 5 se ae eee. 10% 
Increase applicable to stock acquired.................... 3,500 
WU OURIRE PE trates tin kh ei ir ites We caro Se ee $13 , 500 


The $13,500 excluded from consolidated retained earnings is the 
same as the understatement of the excess of acquisition costs over 
book values at the respective dates of acquisition. 

Although consolidated statements would not be permissible 
before control was obtained, the exclusion of the $13,500 from 
retained earnings would seem to be justified only on the assumption 
that the parent received no earnings benefit in 1959, 1960, and 1961 
from its noncontrolling investments. And the $13,500 deduction 
from the excess of cost over book value would seem to be justified 
only on the theory that the $13,500 was a return of a part of the 
cost of the investments. 

It is generally recognized that theoretical objections to a pro- 
cedure may be ignored if the consequences are immaterial. Pre- 
sumably it was for this reason that the words ‘‘may be”’ were used 
in the second part of the above quotation, although the words 
“should generally be”’ were used in the first part of the quotation. 

Interim acquisition of a controlling interest. A con- 
trolling interest in the stock of a subsidiary may be acquired at a 
date other than one for which the subsidiary customarily prepares 
statements. 

In the unusual case, the transfer of the subsidiary stock may be 
made on one date but as of a preceding date. Which date should 
be used in the computation of the book value at acquisition? 
Assume that negotiations are started in May for the acquisition of 
a company’s stock as of the end of the preceding December. If 
there is a presumption that the purchase price includes an al- 
lowance for the earnings during the intervening period, and in the 
absence of a specific contract to the contrary, the book value at 
acquisition should include the subsidiary’s earnings to the date of 
the transfer of the stock. However, if the price is based on condi- 
tions existing on the preceding December 31, and the transfer is 
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postponed because of the time required for audits or other verifica- 
tions of the stated conditions, the retained earnings at acquisition 
should be based on an assumption of constructive acquisition as of 
December 31. 

In the customary case, control is regarded as obtained at the 
date of the transfer of the stock. If this date is an interim one during 
the year, there are two alternative methods for the preparation of a 
consolidated income statement for the year of acquisition: 


(1) The parent’s income statement for the year may be con- 
solidated with the subsidiary’s income statement for the portion 
of the year subsequent to acquisition. From the combined net 
income thus determined, the following deduction should be made: 


An amount computed by multiplying the subsidiary’s net 
income for the portion of the year subsequent to acquisition 
by the minority’s stock interest per cent at the end of the 
year. 


(2) The parent’s and the subsidiary’s income statements for 
the full year may be consolidated. From the combined net income 
thus determined, the following deductions should be made: 


An amount computed by multiplying the subsidiary’s net in- 
come for the year by the minority’s stock interest per cent at 
the end of the year. 

An amount computed by multiplying the subsidiary’s net in- 
come for the pre-acquisition portion of the year by the parent’s 
stock interest per cent at the end of the year. One method for 
estimating the pre-acquisition net income would be to multiply 
the subsidiary’s net income for the year by a fraction repre- 
senting the pre-acquisition portion of the year. Other methods 
might give recognition to variations in seasonal business. 


The second procedure is the one usually adopted. It has three 
advantages: first, it avoids the necessity of preparing a subsidiary 
income statement for the fractional period subsequent to acquisi- 
tion; second, such a statement gives a better picture of the earning 
power of the group than would be presented by a statement con- 
solidating the operations of the parent company for the full year 
and those of the subsidiary for a portion thereof; and third, it 
facilitates a comparison of the results of operations during the 
year of acquisition and subsequent years. 

To illustrate the mechanics of the preparation of such a state- 
ment, assume that Company S had a capital stock of $100,000 and 
retained earnings of $50,000 on January 1, 1962; that Company P 
purchased 90% of the stock on April 1, 1962 for $139,500; and that 
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Company S earned a net income of $20,000 during 1962, in equal 
quarterly amounts of $5,000. The working papers are on pages 414 
and 415. 
Following is the consolidated income statement prepared from 
the working papers. 
COMPANY P AND SUBSIDIARY 


Consolidated Income Statement 
For the Year Ended December 31, 1962 


BCH aC cis lbh d oes ats SS GA RS CR RO a, se Aes $800 , 000 
Weduct cossomecOods;.cOldar oe eee eee 600, 000 
SirOas UrOtt OD Sales. c2.Tck. 6 esd of ee ear eo ka ok $200 , 000 
WER Ct Ox PERCH te. hi5 orcas s | iSramone fice ae A ee oe Oe ie pe 155 , 000 
JOU TEUVECON 1112s hla, a eR oa Oe noe Ses Ce a Ae cee aie ae $ 45,000 
Deduct: 

Subsidiary income applicable to minority............ $2 , 000 

Subsidiary income applicable to parent company’s hold- 

ings, but earned prior to acquisition............... 4,500 6,500 

Consolidated met Income sacs... sy aster at eer as es en $ 38,500 


Interim purchases—Control not originally obtained. As- 
sume that Company P purchased a 45% interest in the stock of 
Company S on October 1, 1959, and a further 30% interest on 
April 1, 1960. Consolidated statements for 1959 would not be 
prepared. In the 1960 consolidated statements, what recognition 
should be given to Company P’s 45% interest in the net income of 
Company S between October 1, 1959 and April 1, 1960? 

On the step-by-step basis stated in the quotation on page 410 
from the Accounting Research Bulletin, it would be appropriate, 
in the 1960 statements, to include, in the consolidated retained 
earnings on December 31, 1959, 45% of the subsidiary’s net 
income for the last three months of 1959; it would also be ap- 
propriate to include, in the consolidated income statement, 45% of 
the subsidiary’s net income for the three months ended March 31, 
1960 and 75% of the subsidiary’s net income for the nine months 
ended December 31, 1960. 
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Parent and Subsidiary 


Accounting (Continued) 


Changes in Parent's Equity 


Purchases and sales of subsidiary stock. Assume that the 
parent company made several purchases of subsidiary stock and 
also made two sales. When a parent company acquires subsidiary 
stock at different times and at different prices, it is necessary to 
adopt a basis for the allocation of carrying values to the shares sold. 
In this illustration, the first-in, first-out basis* is used; we shall first 
show how the valuations assigned to the sold shares, and the 
consequent gain or loss, are determined if the accounts are kept 
on the equity basis, and shall then show the procedure if the ac- 
counts are kept on the cost basis. 

Equity basis. All facts relative to purchases and sales of 
subsidiary shares, and the net income and dividends of the sub- 
sidiary, are shown in the tabulation on page 417. The tabulation 
also shows how the parent’s investment and Retained Earnings 
accounts would be affected on the equity basis of accounting. It 
is assumed that the parent has no retained earnings from its own 


* The first-in, first-out basis is not the only one which could be used; other possible 
bases are last-in, first-out, average cost, and specific identification of stock certificates. 
Only the first-in, first-out and specific identification bases are recognized for tax pur- 
poses, and gains and losses are computed on the cost basis. However, we are not here 
considering tax matters; we are considering accounting procedures from the standpoint 
of consolidated statements. 

416 
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operations. On page 418 are the computations of the valuations 
assigned to the sold shares, and the gains on the sales. 


COMPANY P AND SUBSIDIARY 
Statement of Subsidiary Stockholders’ Equity, and of 
Parent's Investment and Retained Earnings Accounts 

Equity Basis of Accounting 
(Starred Items are Credits) 


Subsidiary’s 


Parent’s Accounts 


Stockholders’ Investment Retained 
Equity Per Cent Amount Earnings 
1959: 
Balances, January 1: 
Capitalistock eof cont. ox «gts. $100, 000* 
Retained earnings.............. 50, 000* 
MEOUAUT ae c.< ete Nop ie os eae $150, 000* 
Stock purchase, January 1— 

GOGtsh ares oe ee rk once ens os 60%  $ 99,000 
Subsidiary net income............. 10, 000* 6,000 $ 6,000* 
Subsidiary dividend.............. 6,000 3,600* 

1960: 
Purchase, January 1, 1960— 

WOOUSI Ares ree eens cele e 10 16,000 
SAAN CES Maree 05, eee acetone $154, 000* 70% $117,400 $ 6,000* 
Subsidiary net income............ 10, 000* 7,000 7,000* 
Subsidiary dividend.............. 6,000 4,200* 

1961: 
Purchase, January 1, 1961— 

LOWshares AO ea ie 20 33,000 
NSHIRNCOS Ee te Ee. SOAs a $158 , O00* 90% $153,200 $13,000* 
Sale, January 1—50 shares (see 

computation below)............ 5* 816507 al oo0r 
SEPM CES ee ee aa eS oSrar. Js Bee oes tsi 85% $144,550 $14,350* 
Subsidiary net income............ 10,000* 8,500 8, 500* 
Subsidiary dividend.............. 6,000 a 5, 100* 
aN GCSre tree Pete: ie ets ont $162 ,000* 85% $147,950 $22,850* 

1962: 
Sale, June 30—50 shares (see compu- 

PACION DCLOW) os ba.coct aca terete aes 5* S7800% 1),-£50* 
Purchase, September 30— 

HOOPS STOR eae city. hare, ounce te eneee aioe 10 19,000 
Subsidiary net income............ 10,000* 

SOCGeOT Years mag occ Oa 8,000 8, 000* 

WOOE TOD +4 ey CBT <A. Gare ory nate viet’ 250 250* 
Subsidiary dividend. .ae..<te.. 6,000 __5,400* 

PS SATICES os. Me oe ac tis avert era ave eos $166 , 000* 90% $160,950 $32,250* 


Computation of valuation assigned to sold shares, and gains on sales. 
The first purchase consisted of 600 shares, and the two sales were 
of 50 shares each; since the first shares purchased were more than 
the shares sold, the sales are assumed to appertain wholly to the 
first purchase. The shares first purchased cost $99,000 + 600, or 
$165 per share. The increases in book value per share during the 

years prior to the sale are shown on the following page. 
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1959 1960 1961 


Shares: Owned 3 coco seid aro dees cule proeeeue le ceae aa 600 700 850 
Subsidiary income: 
Totallcs os). of aeRO ce eee ee $6,000 $7,000 $8,500 
Per shares): pean sync oer ee nee ens 10 10 10 
Dividends from subsidiary: 
Total x8 Accs cot eto oe are ok ero eee 3,600 4,200 5,100 
Per share.20 oi. cg heca ee Oe 6 6 6 
Increase in book value per share................; 4 4 4 


The carrying values per share and the gains on the two sales are 
computed below. 


Sales 
First Second 
(Jan. 1, 1961) (June 30, 1962) 
Carrying value per share at date of sale: 
Costes te en a ee ee $ 165 $ 165 
Net increase in carrying value per share 
prior to sale: 


O59 ee. irene: ee ee ee ey ae 4 4 

V96GP Sac ce ee ee 4 4 

TOG Ts be ee, et eae ea rc eee, 4 

Totale no oh ae eee eee $ 173 $ 177 
Shares Old apyreke ccs: clea ae peewee ak 50 50 
Carrying value of 50 shares sold........... $ 8,650 $ 8,850 
Selling price sAdetieks Oe eee ae ere oe 10,000 10,000 
Gale, danicek oe eee eee eee $ 1,350 $ 1,150 


Alternative treatment of mid-period sales. In connection with the 
sale on June 30, 1962, it will be noted that the parent made no 
entry for its share of the subsidiary net income, applicable to the 
sold shares, for the half-year to the date of sale. Ifit was known on 
June 30, 1962 that the subsidiary’s net income for the first six 
months of 1962 was (for example) $5,000, the following entries 
might have been made: 

Investment ini stock of Company Ss... seek ee 250 
Subsidiary i income. 250 


To take up income for the first 6 six : months of 1962 c on n shares 
sold ($5 per share X 50). 


Investment in stock of Company S................... 9,100 
Gain on sale of stock of Company S.................. 900 
Sale of 50 shares. 

By the first method, the gain on the sale is shown as $1,150. By 
the second method, $1,150 will find its way into the parent’s 
retained earnings, but it will consist of two amounts: $250 income 
for the first six months of 1962 and $900 gain on the sale. 

Consolidated working papers. Partial consolidated working 
papers for 1962 prepared from equity-basis accounts are presented 
on the opposite page. 
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Cost basis of accounting. The following tabulation shows entries 
which would be made in the subsidiary’s Retained Earnings 
account, and the related effects on the parent’s accounts, if the 
parent’s books were kept by the cost method. 


COMPANY P AND SUBSIDIARY 


Statement of Retained Earnings and Investment Accounts 


Cost Basis of Accounting 
(Starred Items are Credits) 


Subsidiary’s Parent’s Accounts 


Retained Investment Retained 
Earnings Per Cent Amount Earnings 


1959: 

Balances, Jan. 1, before stock pur- 

CRARG itr Se fe, Ree Dy ene a $50, 000* 

Stock purchase, Jan. 1—600 shares. . 60% $$ 99,000 

Subsidiary net income.............. 10, 000* 

Subsidiary dividend................ 6,000 $ 3,600* 
1960: 

Purchase, Jan. 1—100 shares....... 10 16,000 

ISAIAN COS ees ie ee es $54 , 000* 70% $115,000 $ 3,600* 

Subsidiary net income.............. 10, 000* 

Subsidiary dividend. 2... ... 44... 6,000 4,200* 
1961: 

Purchase, Jan. 1—200 shares........ 20 33,000 

iBalanceseer. <2 Meer. 6 cen ieee $58 , O00* 90% $148,000 $ 7,800* 


Sale, Jan. 1—50 shares: 
Assigned cost on first-in, first-out 


[ ORYeTS 5 3 alte Saba eae Ope cere >" §,200*  1,750* 
Sa AICOS i tes ei esos oie ob BM ode se 85% $139,750 $$ 9,550* 
Subsidiary net income.............. 10, 000* 
Subsidiary dividend. ..4;.....-..... 6,000 5, 100* 
ISSA CeSHie cetera rio ic eee oO, OO0e 85% $139,750 $14,650* 
1962: 
Sale, June 30—50 shares: 

ASSIONEG COSt ar. cen ti eer eons 5* 8.2507 el 750% 
Purchase, Sept. 30—100 shares...... 10 19,000 
Subsidiary, net income.” 3.047 -- 10, 000* 

Subsidiary dividend... septate: 6, 000 ied 5, 400* 
BALANCES acest. Semen ae Ah es $66 , O00* 90% $150,500 $21, 800* 


The $8,250 cost of each of the 50-share lots sold is computed as 
follows: 


First purchase: 


GSE ee ene SE ee TN eee Mego Grapes. -¥ Ath ele 3.4 Sebs $99 , 000 
Shares purchased’. mw ere cera te epee gare cre Mee oe oa 600 
Gostipermshare seers sey eee pee eee cag ade ae tasoter oo cugiace es $ 165 
Shares sold= cach salens pear ete aner eye te ARs oh ps nore aS 50 
Gostrotishares sold-—eachisalen a0 amar Geeta. sore oe ee $ 8,250 


Consolidated working papers. Partial consolidated working 
papers for 1962 prepared from cost-basis accounts are presented 
on pages 422 and 423. 
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Adjustment (A)—a $600 debit to the Gain on Sale of Stock 
account and credit to the parent’s retained earnings at the end of 
1961—may require some explanation. In the equity-basis working 
papers on page 419, the gain is shown as $1,150—the correct gain 
on a consolidated basis. The subsidiary’s retained earnings in- 
creased $4,000, or $4 per share, during each of the three years 
between January 1, 1959 (date of purchase of the 50 shares sold in 
1962) and the beginning of 1962—a total of $12 per share, or $600 
for the 50 shares sold. This $600 would have been taken into 
consolidated net income during the three years 1959-1961; there- 
fore, it would be incorrect to also regard it as a gain in the con- 
solidated income statement for 1962. The adjustment eliminates 
the $600 from the Gain on Sale of Stock account; it also adds the 
$600 to the parent’s retained earnings per books at the end of 
1961—a convenient procedure for including it in the consolidated 
retained earnings at the beginning of 1962. 

Subsidiary treasury stock. If, at the date of acquisition, 
the subsidiary holds treasury stock, the carrying value (presumably 
cost) should be eliminated from the subsidiary’s stockholders’ 
equity accounts to determine the net equity at the date of acquisi- 
tion and the difference between the cost of the subsidiary stock 
acquired and its book value at the date of acquisition. 

Assume that, at acquisition, the subsidiary’s accounts showed: 


Capital sto cheese. cts Sits as eer Rc, ee eee $100,000 

‘Retamedkearnin gs’... Wan ck Arteries pee ee ee 54,000 

direasunyasctock——l O0rsharesrat COSta ran leat ernc mea 12, 700* 
Stockholdersiseq uit yarns wee tacted | coeaeraene nei ee $141,300 


* Deduction. 


Company P acquired 800 of the 900 outstanding shares at a cost 
of $130,000; the book value of the stock was 89 of $141,300, or 
$125,600; therefore, the excess of cost over book value was $4,400. 
Partial working papers at acquisition are presented on page 425. 

Issuance of subsidiary shares to outsiders—Effect on 
parent’s equity. Assume that, on December 31, 1960, Company 
P was organized with a capital stock of $200,000; that Company S, 
on that date, had capital stock of $100,000 and retained earnings 
of $40,000; and that Company P acquired 90% of the stock of 
Company S for $131,000. Since the book value of the stock acquired 
was $126,000, the excess of cost over book value was $5,000. 

During each of the years 1961 and 1962, the subsidiary had a 
net income of $30,000 and paid a dividend of $6,000, thus increasing 
its retained earnings $24,000 each year; the parent had no income 
other than that derived from its ownership of the stock of Company 
S and paid no dividends. On January 2, 1962, before the beginning 
of operations, Company S issued $20,000 par of stock to outsiders. 
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Equity Method 


Consolidated balance sheet—December 31, 1961. Company P 
took up 90% of the subsidiary’s net income for 1961 by debit to the 
investment account, and recorded 90% of the subsidiary’s $6,000 
dividend by credit to the investment account, thereby increasing 
the balance of that account to $131,000 + $27,000 — $5,400, or 
$152,600. 

If a consolidated balance sheet was prepared on December 31, 
1961, the eliminations from the investment account and from the 
subsidiary’s Capital Stock and Retained Earnings accounts, the 
minority interest, the excess of the cost of the investment over its 
book value at acquisition, and the consolidated retained earnings 
would be as shown below. 

Company S Company P 


Capital Retained Investment Retained 
Stock Earnings in Co. S Earnings 


Balancess say. fm eee see $100,000 $64,000 $152,600 $27,000 
Eliminate reciprocals (90%).... 90,000 57,600 147, 600 

Minority interest (10%)....... $ 10,000 $ 6,400 

Excess of cost over book value. . a as $ 5,000 
Consolidated retained earnings. . $27 , 000 


Consolidated balance sheet—January 2, 1962—Stock issued at book 
value. Assume that the shares, of $20,000 par value, issued on 
January 2, 1962, were issued at the book value of the shares 
previously outstanding—$164 per share. 

Because the issuance price per share was the same as the book 
value of the shares held by the parent, there was no change in the 
parent’s equity, as shown below. 


Before After 
Issuance Issuance 


Subsidiary’s stockholders’ equity: 


Capital stock. i.) Bradusr ss orenk sak bea eee ree $100,000 $120,000 
Paidqinisurplusin si canter naman een ens ote 12,800 
Retained earnings! omic teeter ie 64,000 64,000 
Ota ER fare shea e tte a atthe, ato ee Ree OEE $164,000 $196,800 
Parent’s percentage interest..................-. 90% 75% 
Parents: (Quilty “5 osc te eamcesn or Gee eae $147,600 $147,600 


If a consolidated balance sheet were prepared on January 2, 1962, 
immediately after the issuance of the shares, the eliminations from 
the parent’s investment account and from the subsidiary’s stock- 
holders’ equity accounts, the minority interest, the excess of cost 
over book value at acquisition, and the consolidated retained earn- 
ings would be as shown on the following page. 
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Company S Company P 
Capital Paid-in Retained Investment Retained 
Stock Surplus Earnings in Co. S Earnings 


Balances Weecriinse nu te oe ee $120,000 $12,800 $64,000 $152,600 $27,000 
Eliminate reciprocals (75%).... 90,000 9,600 48,000 147, 600 
Minorityginterest..s5-5400 26.2. $ 30,000 $ 3,200 $16,000 

Excess of cost over book value.. ere 4-5 $ 5,000 
Consolidated retained earnings. $27 , 000 


Working papers for 1962 statements. In 1962 Company P took 
up its interest (now 75%) in the subsidiary’s $30,000 net income 
and $6,000 dividend through the investment account, thereby 
increasing the balance in that account to $152,600 (balance on 
December 31, 1961) + $22,500 — $4,500, or $170,600. Partial 
consolidated working papers are on page 428. 

Working papers for 1962—Stock issued at less than book value. 
We shall now assume the same facts as in the immediately preced- 
ing illustration with the following exception: The additional shares 
were issued at $150 per share, which was less than the per-share 
book value of the stock previously outstanding. Consequently 
there was a reduction in the parent’s equity, as shown below. 


Before After 
Issuance Issuance 


Subsidiary’s stockholders’ equity: 


WamitalestOC key wet are tr caer ere eevee Ste $100,000 $120,000 
PaidqinesUnphasa we ce. core Mer ce sec sie ens 10,000 
Retaineadcearnin es, ewe ye. sos ame so ots tikes ees 64,000 64,000 
Daye Ooo cat eile het shee appar A Str Pe ara Arg ee ee $164,000 $194,000 
Parent’s percentage interest.................... 90% 75% 
Parent sequity ec 0 cos. = cine st Say Bem s daulnas $147,600 $145,500 


To record this dilution in equity, the parent company (if it used 
the equity method) would make the following entry: 
Decreasoumequisy im Company Sane. aes oie ae 2,100 
Investment stock of Company Si naecs oss. 2. ssc 2,100 


Dilution in interest caused by issuance of shares to outsiders 
at less than book value. 


The balance in the parent’s investment account at the end of 
1962 is computed below. 


Balance=—Decemberm oie  OGLe remit ce ois ite aleneger ieieccnacolr nc $152,600 
Add 75% of $30,000 subsidiary net income...................- 22,500 
GMP ST To hc pid Paco. RORY Coes o-CLEMME oeo C ee n C g Pe $175,100 
Deduct: 
Mecreasennveclliity wetter cee serene eee cereal $2,100 
Date 0 V/A, GEETIWUTO ang abc's Buh hands Bae geod - 4,500 6,600 
Balances Decembonis1 il OG2 ameter tere cece ese) a cane ere $168, 500 


Partial consolidated working papers are on page 429. 
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Stock issued at more than book value. Let us now assume the same 
facts as in the preceding illustration with the following exception: 
The stock was issued at $180 per share, which was more than book 
value. Therefore, there was an increase in the parent’s equity. 


Before After 
Issuance Issuance 


Subsidiary’s stockholders’ equity: 


Capital stock ts...) ong oe cer rer ees eters $100,000 $120,000 
Paid=in surplus ssn tee ee 2 ee Oe 16,000 
Retained: earnings peneeca ere e eee ee 64,000 64,000 
otal a3 ee i oe ee eee $164,000 $200,000 
Parent’s percentage interest................-.-. 90% 715% 
Parent’ equity... ck ate: aren eee eee $147,600 $150,000 


The parent (if it used the equity method) would make this entry: 


Investment m stock of Compan yas seme eer 2,400 
Increase in equity in Company S..................... 2,400 
Increase in interest caused by issuance of shares to outsiders 
at more than book value. 


The consolidated working paper procedure would be similar to 
that shown in the preceding illustration. 


Cost Method 


Working papers for 1962—Stock issued at less than book value. 
This case is the same as the one starting on page 426, except that 
it is now assumed that the investment is carried at cost. 

When there has been a change in the per cent of the parent’s 
stock ownership in the subsidiary and the cost method is used, the 
simplest and clearest working paper procedure is to adjust the 
parent’s accounts to the equity basis. This can be accomplished 
by making the following adjustments in the working papers: 


Adjustments and 


Eliminations 
IncoME STATEMENT: 
Change 1962 income taken up by parent from cost to 
equity basis: 
Dividend #tromesUDsiciax vagus canner eneecr meee 4,500 
Subsidiary income—75% of $30,000............. 22,500 
Decrease in equity in Company S................... 2,100 


STATEMENT OF RETAINED EARNINGS: 
Retained earnings—Dec. 31, 1962: 
Company P—90% of $24,000 increase in subsidiary’s 
retained earnings since acquisition.............. 21,600 
BauaNcr SHEET: 
Investment in stock of Company S: 
Adjustment to Dec. 31, 1961—as above.... $21,600 
Adjustment for 1962 ($22,500 — $4,500)... 18,000 
Total tanicc cncuis aes a etree nine olcore eee $39 , 600 
Less decrease in equity ..........2+ceesee 2,100 37,500 
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Since these working paper adjustments will convert the accounts 
from the cost basis to the equity basis, eliminations from the 
subsidiary’s retained earnings can be made from the at acquisition 
and increase elements combined. 

Working papers are shown on pages 432 and 433. 

Stock issued at more than book value. Refer to the equity-basis 
illustration on page 430, where it was assumed that the new stock 
was issued at a premium of $16,000, with a resulting gain of $2,400 
to the parent company. Cost-basis working papers would be the 
same as those on pages 482 and 4383 except that: 


The income statement papers would show an adjustment credit 
of $2,400 for the increase in equity in Company S, instead of a 
$2,100 debit. 

The balance sheet papers adjustment of the investment account 
would be $42,000, computed as follows: 


Adjustment for parent’s share of increase in subsidiary’s retained 


CARLNIMBS-—- ASOD PAgerS aU srorycrele sas Gitte savawbetec locas Mie ee © corti $39 , 600 
IROCTe a SeeUEe GULL y mere e mantis shee ay ate OR wore ate soni ceca een ae 2,400 
AMG PAE ache cnt tae 8, rae OE eny Coch ane er ne S CORA NRT ee, cea gee $42 , 000 


The balance sheet papers would show a paid-in surplus of 
$16,000, of which $12,000 would be eliminated and $4,000 
would be extended to the Minority Interest column. 
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Subsidiary acquisition of shares from minority. A change 
in the per cent of the parent’s equity in the subsidiary may result 
if, instead of issuing additional shares, the subsidiary acquires 
treasury stock from the minority stockholders. 

To illustrate, let us assume the same conditions on December 31, 
1961, as in the preceding illustrations: The subsidiary had capital 
stock of $100,000 and retained earnings of $64,000, and the parent 
owned 90% of its stock. Instead of issuing 200 additional shares, 
the subsidiary purchased 40 shares from minority stockholders, 
paying $6,997.33 therefor. As a consequence, the parent suffered 
a diminution in the book value of its holdings, computed as follows: 


Before After 

Subsidiary’s stockholders’ equity: 

Capital: stock teat cate been ieee are $100,000.00 $100,000.00 

Retainediearnings ee ae se eee 64,000.00 64,000.00 

Treasury stock—40 shares at cost.......... 6,997 .33* 

ST Ota getasl 6 ee Aerie iee ee een ae $164,000.00 $157,002 .67 

Parents tractionalinterestas eens 90/100 90/96 
Parent’s equity: 

Belore tov ene one oreo ee $147 , 600 .00 

IRE Ool Be aE hos Jt CEMA oie Mora OA a ae 147,190.00 $147,190.00 

Decrease in equit yaa er ae aoe eee $ 410.00 


Equity method working papers. If the parent uses the equity 
method, it will record the decrease in the equity as follows: 
Decreasennequitysine Company Steere eee ee ee ter ee eee 410 
Investment unrstockois Compania Saeee ee een ne 410 


Decrease in equity caused by subsidiary’s acquisition of shares 
from minority stockholders at more than book value. 


Assume that, in 1962, the subsidiary earned $30,000 net income 
and paid a 6% dividend; the parent’s investment account at the 
end of 1962 would have a balance of $174,915, computed as follows: 


Balance—December 31, 1961: 


Book value—90'% of $164) O00; sn ceapeanenr a niece ciueleencs cies $147 , 600 
Bixcess payment «con a2 cc eo ce ee Pete eee eee cae eee 5,000 
ALO tal icccsue ace apigue< Seay ics oh ok race IER RE cee nee oe ae $152, 600 
Changes in 1962: 
Deduct decrease In equityss.- «maker reer ie ete ele 410 
Reni sind er fa sssps-eivngse ae ahh + eibak RE Oe ae ee are eee ee $152,190 
Net income—° 9% of $380)}000%. Soa occ We ye ee le eee oe 28,125 
fo METRO AE A AAI, Soot ike so Gah GeO Are REO $180,315 
Deduct dividend—6% ot $90\000 sass anrieecsne cree crt ae reenact 5,400 
Balance—December'31, 19620......% amma ont <tas oe. ot ie rein ee $174,915 


Partial consolidated working papers are on pages 435 and 436. 

Cost-method working papers. If the parent uses the cost method 
of accounting for its investment in the subsidiary, working paper 
adjustments may be made to convert its accounts from the cost 
basis to the equity basis. 
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Intercompany profits in inventories—Change in per cent 
of control. If there are intercompany profits in inventories and 
the profits were made by a subsidiary, consideration should be 
given to changes in the parent’s per cent of control (direct and/or 
indirect) of the selling subsidiary during the year in which the 
sale was made or in a subsequent year. 

Change in per cent of control during year of sale. If the parent’s 
per cent of control changed during the year in which the sale was 
made, what per cent should be applied to the intercompany profits 
in inventories at the end of the year of sale to determine the portion 
thereof applicable to the parent company’s interest? Strict theoreti- 
cal accuracy would require that the parent’s share of the inventory 
deduction be computed in accordance with the reasoning in the 
following paragraph. 

Assume that the control per cent increased from 80% during 
the first ten months of the year to 90% during the last two months. 
The consolidated net income should include 80% of the subsidiary’s 
net income, after adjustments, for the first ten months of the year 
and 90% of such net income for the last two months. Therefore, 
the 80% rate should apply to unrealized inventory profits arising 
from sales during the first ten months and the 90% rate should 
apply to profits arising from sales during the last two months. 

But it usually would be impracticable to classify inventory items 
by periods of acquisition on a specific identification basis. It may 
be considered sufficiently accurate to apply the first-in, first-out 
theory. For instance, referring to the above illustration, if the 
intercompany-purchased goods in the inventory do not exceed the 
intercompany purchases during the last two months of the year, the 
90% rate may be used; to the extent of any excess, the 80% rate 
may be used. 

A similar reasoning applies if the per cent of control decreased— 
say, from 90% to 80% at the end of the first ten months of the year. 
From the consolidated statements standpoint, 90% of the sub- 
sidiary’s net income for the ten months should be taken into 
consolidated net income. Therefore, the 90% rate should apply to 
unrealized intercompany profits arising from sales during the first 
ten months of the year and the 80% rate should apply to profits 
arising from sales during the last two months. 

A question of materiality may arise. If the difference in the net 
income effect that would be produced by the use of the procedure 
described above and the effect that would be produced by using 
the control per cent at the end of the year is too immaterial to 
justify the work involved in applying different rates applicable to 
the different periods of sale, the end-of-year rate may be used. 
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Change in per cent of control in year subsequent to year of sale. If 
goods acquired from a subsidiary remain in the purchasing com- 
pany’s inventory at the close of a subsequent period, and if the 
per cent of control in the selling company changed subsequent to 
the period in which the intercompany profit was made, the per cent 
to apply to the intercompany profit remaining in the ending 
inventory to determine the portion thereof applicable to the con- 
solidated income should be the control per cent applied at the 
close of the period of the intercompany sale or the control per cent 
at the close of the period for which consolidated statements are 
being prepared—whichever is the lower. An increased control per 
cent should not be used because it would allocate to the con- 
solidated interest a larger percentage deduction than was allocated 
to it in the period when the intercompany sale was made. A de- 
creased control per cent should be used because the intercompany 
profit applicable to the sold subsidiary stock may properly be 
regarded as realized, from the consolidated net income stand- 
point, by the disposal of the subsidiary stock. 

Intercompany profit in fixed assets—Change in per cent 
of control. The principles stated above applicable to inter- 
company profits in inventories apply also to intercompany profits 
in fixed assets. It may be observed, however, that the practical 
difficulties faced by the accountant in determining the proper con- 
trol per cent to apply to intercompany profits in inventories at the 
end of a period in which the per cent changed do not arise in 
connection with profits on fixed asset transactions. In the case of 
fixed assets, the date of the transaction that produced the inter- 
company profit and the control per cent in the selling subsidiary 
on that date are definitely known. 
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Parent and Subsidiary 


Accounting (Continued) 


Discount and Premium on Intercompany Bonds 


Gain or loss on intercompany bond purchases. If a 
company purchases bonds issued by an affiliated company, the 
bonds should be treated, in the consolidated statements for the 
year of purchase and for subsequent years until their maturity, 
as though they had been retired. A gain or loss from the con- 
solidated standpoint may result if there was any 


Discount on purchase; 
Premium on purchase; 


Unamortized issuance discount; 
Unamortized issuance premium. 


We shall first consider the working paper treatment of each of 
these four discount and premium items on the assumption that it 
existed alone; later we shall consider cases in which there was a 
discount or premium on the purchase and also unamortized 
issuance discount or premium. 

Discount on purchase. Assume that a company acquired at 
a discount some bonds originally issued by a related company at 


par. The assumed facts are stated on page 441. 
439 
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Bonds payable: 


CODES AV AUTOR DAT Godin WS buy Sacre aacan fs diore da eeke $100, 000 

Imtereshera COM src. dak Re Le eNO otra ines os be ee 4% 

Maitunttyadate wa sccuc ont ae eee ae ae January 1, 1964 
Bonds purchased: 

PATE eH Sete) Mey) err Yoeei ef $20, 000 

DiscOUniiten cis ried hire Sevarice eee 750 $ 19,250 

Dake OL URC NABE Fe oie dase A. ecaetee et eld. December 31, 1960 


From a consolidated statement standpoint, there was a pre- 
maturity retirement of a portion of the bonded debt, and the 
issuance at par and retirement at a discount resulted in a gain of 
$750. In the consolidated income statement, this gain can be 
described as ‘‘Gain from acquisition of intercompany bonds.” 

The adjustments and eliminations are tabulated on page 440. 
(In accordance with the customary accounting procedure, Bonds 
Owned was debited with the cost—instead of the par with a contra 
credit to Discount on Bonds Owned.) 

The purchasing company’s credits to Interest Earned include: 


Coupon unterest——4 97 of $20:000. ae e 5 So ee ek $ 800 
Discount amortization—}4 (because there were three years between 

the date of purchase and maturity) of $750................... 250 
BRO Gal repeat rtste 5 Wien PR Rc re chet AR cx GUA Ce atthe Get rons ca ey cee a $1,050 


The Retained Earnings Beginning of Year column shows only 
the adjustments of the account. 


Explanation of Adjustment A 


Year of bond purchase: 
Bonds Owned debited—to increase the balance of the account to 
par, so that the intercompany bondholdings can be eliminated. 


Gain from Acquisition of Intercompany Bonds credited—to 
recognize the purchase discount as a gain from the con- 
solidated standpoint. 


Subsequent years: 
Bonds Owned debited—for the reason stated above. The 


amounts decrease annually because the discount amortiza- 
tions per books increase the balance of the account. No debit 
is required at the end of 1963 because the discount has been 
fully amortized. 


Interest Earned debited for the amount of the discount amor- 
tized during the year by credit to Interest Earned per books. 
It would be incorrect to take the purchase discount into 
consolidated earnings in full in the year of purchase and also 
in installments in subsequent years by discount amortizations. 
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Retained Earnings at the beginning of the year credited to 
adjust from book basis to consolidated basis. The decreasing 
annual amounts are: 

The gain (consolidated basis) minus the discount amortiza- 
tions taken into income (book basis) in years prior to the 
statement year, and hence into retained earnings (book 
basis) at the beginning of the statement year. 


Purchase at interim date. In the preceding illustration, the 
purchase was made at a year end. No special problems arise in the 
case of a purchase between interest dates. To illustrate, assume the 
following facts (the changes from the preceding illustration are 
indicated by italics): 


Bonds payable: 


Carrying ivalue—parihl. sachiom ct cteeste cleat aretey ieee $100,000 .00 

Interest: Tate ssc yotacioei kia he Se Oe De PRET eee Se 4% 

Meaturit Vig ie beac ae ssa it uae a une sec a woe January 1, 1964 
Bonds purchased: 

122 he a ee Re Es tr SE Gd $20, 000 .00 

Discount see wie. Ee a en 562.50 $ 19,437 .50 

Date: of, purchasers tices. tie eee Cea eateoee eee October 1, 1961 


It is assumed that the purchase was made at the same rate of 
discount as in the preceding illustration. In that illustration, the 
purchase was made three years before maturity and the discount 
was $750. It is now assumed that the purchase was made two 
years and three months before the maturity of the bonds. Therefore, 
at the same rate the discount would be 2.25/38 of $750, or $562.50. 

The purchasing company’s account balances at the end of 1961 
are determined as follows (starred items are credits) : 


Accrued 
Interest Interest Bonds 
Earned Receivable Owned 
Oct. 1, 1961—Bonds purchased............... $19, 437 .50 
Accrued interest purchased—1}4 of 
AT of $20 O00 ner eee aoe $200 .00 
Dec. 31, 1961—Coupon collected—14 of 4% of 
$20;000 OFF AIDS ee ee $200 .00*  200.00* 
Discount amortized—For 14 year 
at rate of $250 per year....... 62 .50* 62.50 
Balances per books............. $262 .50* —_ $19, 500 .00 


In the working papers on page 443, the adjustments and elimina- 
tions differ for 1961 from those in the preceding illustration because 
the purchase is now assumed to have been made during that year. 
The adjustments and eliminations for 1962 and 1963 are the same 
as in the preceding illustration. 
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Premium on purchase. Assume the same facts as in the first 
illustration except that the bonds were purchased at a premium of 
$750 instead of at a discount. 

Again, from a consolidated statement standpoint, there was a 
pre-maturity retirement of a portion of the bonded debt; the 
issuance at par and retirement at a premium resulted in a loss of 
$750. In the consolidated income statement, this loss can be 
described as ‘‘Loss from acquisition of intercompany bonds.” 

The adjustments and eliminations are tabulated on page 445. 
The $550 credit to Interest Earned on the books of the purchasing 
company is a net amount computed as follows: 


Couponiinterest—4% of $20,000 24g oe eee $800 
Less premium amortization—}4 of $750........................... 250 
IN GE aap isholees aks © Baa est aoe eRe re ae ee ree ee eee? $550 


Explanation of Adjustment A 


Year of purchase: 
Bonds Owned credited—to decrease the balance of the account 
to par, so that the intercompany bondholdings can be 
eliminated. 


Loss from Acquisition of Intereompany Bonds debited—to 
recognize the purchase premium as a loss from the consolidated 
standpoint. 


Subsequent years: 

Bonds Owned credited—for the reason stated above. The 
amounts decrease annually because the premium amor- 
tizations per books decrease the balance in the account. No 
credit is required at the end of 1963 because the premium has 
been fully amortized. 


Interest Earned credited for the amount of the premium amor- 
tized during the year by debit to Interest Earned per books. 
It would be incorrect to treat the purchase premium as a loss 
in the year of purchase and also as a reduction of interest 
income in subsequent years. 


Retained Earnings at the beginning of the year debited to adjust 
from book basis to consolidated basis. The decreasing annual 
amounts are: 

The loss (consolidated basis) minus the premium amortiza- 
tions charged against income (book basis) in years prior 
to the statement year, thus reducing the retained earnings 
(book basis) at the beginning of the statement year. 
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446 PARENT AND SUBSIDIARY ACCOUNTING Ch. 24 


Unamortized issuance discount. Assume that a company 
acquired at par some bonds originally issued by a related company 
at a discount. The assumed facts are stated below: 


Bonds payable: 
Carrying value: 


Par), Ba Sat eee peracetic et ee eeeee $100,000 
Unamortized issuance discount—3%............. 3,000 $97,000 
Int terestarate ware Sy ak toe. ee a Pe ere ae eee 4% 
Maturity date: Ags. 1. Oe histor dotreicr ok ec ee eee January 1, 1964 
Bondsipurchased——parandycost-t.. ise eee tienen aa $20, 000 
Date.of purchase... sete eee ha cere eee mee December 31, 1960 


From a consolidated statement standpoint, there was a pre- 
maturity retirement of a portion of the bonded debt at a loss of 
$600, the three per cent unamortized issuance discount on the 
$20,000 of bonds acquired. In the consolidated income statement, 
this loss can be described as ‘‘Loss from acquisition of inter- 
company bonds.” 

The adjustments and eliminations are tabulated on the opposite 
page. The issuing company’s debits to Interest Expense include: 


Coupontinterest——4 9% of > L00,000bee eee aie iene ae ee $4, 000 
Discount amortization——!47o0t $3,0005" .. se aes: an eee ee 1,000 
“otal. otc see. a0 8 Bien eens, oe ee cee Le ee ee eee $5 , 000 


Explanation of Adjustment A 


Year of purchase: 

Unamortized Discount on Bonds Payable credited—to reduce 
the balance of the account (for consolidated statement 
purposes) by the amount of the unamortized issuance discount 
applicable to the intercompany bonds. 


Loss from Acquisition of Intercompany Bonds debited—to 
recognize the unamortized issuance discount as a loss from 
the consolidated standpoint. 


Subsequent years: 

Unamortized Discount on Bonds Payable credited—for the 
reason stated above. The amounts decrease annually because 
the discount amortizations per books decrease the unamortized 
discount. No credit is required at the end of 1963 because the 
discount has been fully amortized. 


Interest Expense credited for the amount of the discount 
amortized during the year by debit to Interest Expense per 
books. It would be incorrect to treat the unamortized issuance 
discount applicable to the intercompany bonds as a loss in 
the year of purchase and also as a charge to Interest Expense 
in subsequent years. (Continued on page 448.) 
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448 PARENT AND SUBSIDIARY ACCOUNTING Ch. 24 


Retained Earnings at the beginning of the year debited—to 
adjust from book basis to consolidated basis. The decreasing 
annual amounts are: 

The loss (consolidated basis) minus the discount amortiza- 
tions applicable to the intercompany bonds charged to 
Interest Expense (book basis) in years prior to the state- 
ment year, thus reducing the retained earnings (book 
basis) at the beginning of the statement year. 


Unamortized issuance premium. Assume the same facts 
as in the preceding illustration except that the bonds were issued 
at a premium instead of a discount. 

Again, from a consolidated standpoint, there is a pre-maturity 
retirement of a portion of the bonded debt; the issuance of bonds 
at a premium and their retirement at par is an immediate gain from 
the consolidated standpoint; the amount of the gain is the $600 
of unamortized premium on the acquired bonds. 

The adjustments and eliminations are tabulated on the following 
page. The $3,000 debit to Interest Expense is the net amount of 
the following items: 


Couponinterest——4 &%, of $100! 000295 =. 18 ei nee eens eae $4,000 
Premium! amortization—_-4sol bo) O00 sevemeweuelciel genteel erste een ene 1,000 
NGG. Fee kk eB ek SESS orc ERA oC, a $3, 000 


Explanation of Adjustment A 


Year of purchase: 
Unamortized Premium on Bonds Payable debited; 
Gain from Acquisition of Intercompany Bonds credited: 
To treat the unamortized issuance premium on the inter- 
company bonds as a gain. 


Subsequent years: 

Unamortized Premium on Bonds Payable debited—because the 
unamortized premium on the intercompany bonds was treated 
as a gain in the year of purchase. The amounts decrease 
annually because the premium amortizations per books 
decrease the unamortized premium. No debit is required at the 
end of 1963 because the issuance premium has been fully 
amortized. 


Interest Expense debited for the amount of the premium amor- 
tized during the year by credit to Interest Expense. It would 
be incorrect to treat the unamortized issuance premium 
applicable to the intercompany bonds as a gain in the year of 
purchase and also as a reduction in interest. expense in sub- 
sequent years. (Continued on page 450.) 
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Retained Earnings at the beginning of the year credited—to 
adjust from book basis to consolidated basis. The decreasing 
annual amounts are: 

The gain (consolidated basis) minus the premium amortiza- 
tions applicable to the intercompany bonds credited to 
Interest Expense (book basis) in years prior to the state- 
ment year, thus entering into the retained earnings (book 
basis) at the beginning of the statement year. 


Purchase and unamortized discount or premium. Hav- 
ing, on the preceding pages, considered purchase discount, pur- 
chase premium, unamortized issuance discount, and unamortized 
issuance premium separately, we shall now consider their working 
paper treatment in combinations. 

The amount of the gain or loss on an intercompany bond pur- 
chase is the difference between, or the sum of: 


Any purchase discount or premium 
and 
Any unamortized issuance discount or premium. 


Illustrations of gain and loss computations covering all gain or 
loss situations are shown in the tabulation on page 451. If the per- 
books credits exceed the per-books debits, a gain results; in the 
opposite situation, a loss results. 

The consolidated-basis gain or loss on an intercompany bond 
purchase need not be computed as a preliminary step in the 
preparation of consolidated working papers. It is automatically 
computed. Use a line called ‘‘Loss or gain from acquisition of inter- 
company bonds” in the Income Statement section of the working 
papers. (See page 453.) A net or gross adjustment credit on this 
line is shown in the consolidated income statement as ‘‘Gain from 
acquisition of intercompany bonds’’; a net or gross debit is shown as 
‘‘Loss from acquisition of intercompany bonds.” 
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Consolidated working papers. A single illustration will 
suffice to show the consolidated working paper technique. 

Assume that, on December 31, 1960, Company P (parent) 
purchased $20,000 of 4% bonds at a discount of $750. The bonds 
mature three years after the date of purchase. (See the case 
starting on page 439; the adjustments of Company P’s accounts 
will be the same as those of the purchasing company in that case.) 

The bonds, of a total par value of $100,000, had been issued by 
Company S (a 90%-owned subsidiary). At the date of the inter- 
company purchase, the unamortized issuance discount was 3% of 
par; therefore, the unamortized issuance discount on the inter- 
company bonds was 3% of $20,000, or $600. (See the case on page 
446; the adjustments of Company S’s accounts will be the same as 
those of the issuing company in that case.) 


The interest income on Company P’s books consists of: 


Coupon—49.of $20, 000A Son aan ee Cee Gre oer $ 800 

Amortization of purchase.discount., | --a- oes ere eene 250 

Wotall 5 cog hak cc eas ed Se, RP EO SOP er ce mee ee $1,050 
The interest expense on Company S’s books consists of: 

Coupon=—4.o7 oft $00; 00 Oke aerate ay eee $4, 000 

AIMOEbI ZATION OLISSU AM COKCISC OUT ris ee nen nanan imme ee 1,000 

OU Govcicn wanular hee Geaet Rey OMCs eee eae Re eee ee ene Soe $5,000 


Illustrative working papers for 1960 and 1961 are presented on 
pages 453-454. 

Issuance and purchase by subsidiaries. If, in the preceding 
illustration, both the issuing and the purchasing company had been 
subsidiaries, the adjustments and eliminations would not be 
affected. Minority interests in either or both of the companies 
would be computed in the manner already stated. 


Holdings of Subsidiary Preferred and Common Stocks 


Special problems arise if a parent owns both preferred and com- 
mon stocks of a subsidiary. These problems have to do with: 


The apportionment of the subsidiary’s retained earnings at the 
date or dates of acquisition, for the purpose of determining the 
book values of the two classes of shares at acquisition. 

The apportionment of subsidiary net income for a period between 
the consolidated net income and the minority interest. 


Apportionment of retained earnings. As a background for 
consideration of the consolidated statement procedures, it may be 
desirable to consider briefly the matter of (Continued on page 455.) 
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retained earnings apportionments between different classes of 
stock. This matter was considered at some length on pages 156-160 
of Principles of Accownting—Intermediate. For our present pur- 
poses, it is sufficient to note that: 


(1) If the preferred stock is nonparticipating and noncumula- 
tive, the retained earnings appertain wholly to the com- 
mon stock. 

(2) If the preferred stock is nonparticipating and cumulative 
and there are no dividends in arrears, the retained earnings 
appertain wholly to the common stock. 

(3) If the preferred stock is nonparticipating and cumulative 
and dividends are in arrears, retained earnings equal to 
the dividends in arrears appertain to the preferred stock, 
and the remainder appertains to the common stock. 

(4) If the preferred stock is fully participating, the retained 
earnings are apportionable ratably between the preferred 
and common stocks. 


The consolidated working paper procedure is basically the same 
under all of these conditions; therefore, in the following illustra- 
tions, we shall deal mostly with only one condition: it will be 
assumed that the preferred stock is fully participating. 

Consolidated balance sheet at date of acquisition. The 
subsidiary has $100,000 par value of common stock and $50,000 
par value of participating preferred stock outstanding. The parent 
company acquires 90% of the common stock and 60% of the 
preferred stock on December 31, 1961, when the subsidiary has 
retained earnings of $30,000. The apportionment of the subsidiary’s 
retained earnings is shown below: 


Apportionment of Subsidiary’s Retained Earnings 


Parent’s Portion Minority Interest 
Total Per Cent Amount Per Cent Amount 


To common stock—24..... $20,000 90% $18,000 10% $2 , 000 
To preferred stock—}4.... 10,000 60 6,000 40 4,000 
SRO tA Meee Rae. cccileg nade $30, 000 $24 , 000 $6, 000 


Consolidated balance sheet working papers at the date of 
acquisition are shown on page 456. 

The minority interest could be shown in the consolidated balance 
sheet in one amount, or detailed as follows: 


Minority interest: 
Gomimonistoc ke as ceo ee ee tke Bete! shoe ehettionae $10,000 
Preferred Stocks .. se meee oh Pear os Pat 20,000 
Retained earnings am cnn me cee ty oer 6 cree 6,000 $36,000 
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Complete set of statements—Subsequent year. Working 
papers for a complete set of consolidated statements for the year 
ended December 31, 1963, appear on pages 458 and 459. The only 
new features resulting from the ownership of two classes of stock 
are: 


The detailing by classes of stock of the apportionment, in the 
Income Statement section, of the subsidiary’s net income 
between the minority and consolidated interests. The com- 
putation of the amounts applicable to the minority interests 
in the common and preferred stocks is explained in the working 
papers. 

The apportionment, in the Statement of Retained Earnings 
section, of the $6,000 increase in the subsidiary’s retained 
earnings between the date of acquisition and December 31, 
1962. The amounts applicable to the minority interests were 
computed as follows: 


Common stock—10% of 24 of $6,000.............2...0eceeeees $400 
Preferred stock—40% of 14 of $6,000....................-...-. 800 
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Parent and Subsidiary 


Accounting (Continued) 


Miscellaneous Matters 


Consolidation policy. Over the years a great deal of con- 
sideration has been given to the question: What subsidiaries should 
be consolidated? To a considerable extent, decisions must be left 
to the judgment of the accountant who is preparing the con- 
solidated statements, but he should be guided, although not 
inflexibly controlled, by the tenets developed by the accounting 
profession. Special circumstances may sometimes properly affect 
the accountant’s decisions. 

Some of the tenets constituting consolidation policy are dis- 
cussed below. 

Voting control. The relation of parent and subsidiary does not 
exist unless one company controls more than 50% of the voting 
stock of the other company. Control may be exercised directly, as 
in the case of parent-and-son affiliations; indirectly, as in the case 
of father-son-grandson affiliations; or partly directly and partly 
indirectly. It is generally held that a company’s accounts should 
not be included in consolidated statements unless the company is 
a subsidiary. 

The idea has been advanced that consolidated statements may 
be sanctioned if one company has effective control of another 
company although it does not hold a majority of its stock. Under 


modern conditions, with numerous holders of small blocks of stock 
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and the extensive use of proxies, effective control is often exercised 
without majority ownership of voting stock. The inclusion of the 
accounts of such an ‘“‘effectively”’ controlled company is improper ; 
there is no actual voting control and there can be no assurance of 
continuing effective control. 

Some companies, particularly railroads, may be controlled by 
means of long-term leases, and the inclusion of their accounts in 
consolidated statements has sometimes been advocated. Their 
inclusion would be in violation of the basic tenet that voting con- 
trol is essential. 

In Chapter 5, mention was made of the fact that two companies 
may each acquire 50% interests in the stock of a company. Some 
pressure has been exercised on public accountants to consolidate 
the accounts of such 50%-owned companies. It has been contended 
that, for very practical business reasons, there has been a great 
increase in 50%-owned companies since the end of World War II, 
and that the control tenet is outmoded. It is maintained that the 
investments in such companies, as well as their earnings, are of 
such significant amounts that their exclusion from consolidated 
statements results in the omission of a material, integrated segment 
of the enterprise. It is asserted that the submission of separate 
statements for such companies and footnote disclosures, in the 
owning companies’ consolidated statements, of their interests in 
the assets, periodic income, and retained earnings of the 50%- 
owned companies do not constitute a fair or adequate presentation 
of the facts when the amounts are material. 

The accounting profession has not reacted favorably to the 
arguments in advocacy of a departure from the long-established 
rule that voting control is a prerequisite to consolidation. It is 
believed that the investment should be shown in the consolidated 
balance sheet at cost; that only dividends received should be 
included in the consolidated income statement; and that sup- 
plementary information, such as the underlying equity in net 
assets and interests in current income and retained earnings, 
should be presented in footnotes. 

Supplementary matters related to voting control. Even if a parent 
owns 100% of the voting stock of a subsidiary, it still has no legal 
ownership of the subsidiary’s assets, but a condition exists which, 
for consolidated statement purposes, is asswmed to represent effec- 
tive ownership. If the parent company controls only 95% of the 
subsidiary stock, there is a 5% error in the assumption of effective 
ownership; but this error is regarded as insignificant and is ade- 
quately disclosed by the disclosure of the minority interest in the 
consolidated statements. But if there is a 49% minority interest, 
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the degree of error in the assumption is so great that many account- 
ants believe that the accounts of such a subsidiary should not be 
included in consolidated statements. Unfortunately, there is no 
well-accepted rule concerning the percentage of voting-stock 
control required to justify the inclusion of a subsidiary’s accounts 
in consolidated statements. Some accountants appear to believe 
that a 60% interest is sufficient; others regard a 75% or an 80% 
interest as a minimum. 

Consideration should also be given to the relationship of the 
parent’s equity to the entire stockholders’ equity in the subsidiary. 
For instance, if a subsidiary’s stockholders’ equity includes 
$100,000 of voting stock, 75%-owned by the parent, and $100,000 
of nonvoting participating preferred stock, none of which is owned 
by the parent, the 75% voting control represents only a 3714% 
interest in the net assets of the subsidiary, and the outside interest 
represents 6213%. 

Consideration should also be given to the size of the subsidiary. 
If a subsidiary is so small that a 40% minority interest is insignifi- 
cant in comparison with the consolidated stockholders’ equity, 
there appears to be no serious objection to consolidating its ac- 
counts. On the other hand, a 25% minority interest in a large 
subsidiary might be so great proportionately as to raise a serious 
question as to the propriety of consolidating its accounts. 

There should be reasonable assurance that control will continue. 
The accounts of a subsidiary usually should be excluded from 
consolidation if it is the parent’s intention to dispose of the stock; 
otherwise, the comparability of statements for successive periods 
might be impaired. The same considerations would apply if there 
was a prospect of an involuntary loss of control, such as would result 
if nonpayment of preferred dividends should cause the voting con- 
trol to be taken over by the holders of preferred stock not owned by 
the parent. 

Management control. The second major tenet affecting con- 
solidation policy is the exercise of management control for the 
purpose of integrating the operations of the subsidiary with those 
of the other members of the group. A subsidiary should be excluded 
from consolidation if management control, although possible, is 
not exercised, or if such control is impossible because the company 
is in receivership or controlled by a creditors’ committee. 

Homogeneity. If the assets and operations of a subsidiary are 
not homogeneous with those of the other members of the affiliated 
group, the inclusion of its accounts in consolidated statements may 
be more confusing than enlightening. For instance, automobile 
finance companies frequently have subsidiary insurance companies 
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which carry the insurance on cars that serve as security to the 
parent company’s receivables; consolidated statements of a 
finance company and an insurance company might be difficult to 
interpret. It might be preferable to submit separate statements 
for the insurance company. 

A lack of homogeneity in assets and operations is not a reason 
without exception for the exclusion of the accounts of a subsidiary. 
Complete consolidation may be preferable to submitting separate 
statements for a considerable number of subsidiaries. Each case 
should be decided separately, in the light of all the attendant 
circumstances. 

Different fiscal periods. The following is quoted from Accounting 
Research Bulletin No. 51, issued in August, 1959: 


‘A difference in fiscal periods of a parent and a subsidiary does 
not of itself justify the exclusion of the subsidiary from consolida- 
tion. It ordinarily is feasible for the subsidiary to prepare, for 
consolidation purposes, statements for a period which corresponds 
with or closely approaches the fiscal period of the parent. However, 
where the difference is not more than about three months, it 
usually is acceptable to use, for consolidation purposes, the sub- 
sidiary’s statements for its fiscal period; when this is done, recogni- 
tion should be given by disclosure or otherwise to the effect of 
intervening events which materially affect the financial position or 
results of operations.” 


Foreign subsidiaries. Under normal conditions, the consolida- 
tion of the accounts of foreign subsidiaries usually is regarded as 
permissible, and even desirable. But if the subsidiary’s operations 
are conducted in a foreign country at war, or if geographical or 
legal considerations impair control by the parent, or if there are 
exchange restrictions, or if for any other reason the free flow of 
funds between the parent and the subsidiary is impeded, consoli- 
dated statements usually are undesirable. 

This subject is discussed further in the chapter on foreign 
exchange. 

Disclosure of consolidation policy. If a subsidiary is excluded 
from consolidation, the fact of the exclusion and the reasons 
therefor should be disclosed. Adequate information may be fur- 
nished in the headings or body of the statements; otherwise, 
footnotes should be used. 

If a subsidiary not consolidated is of material size, or if its net 
income or loss for the period or the change in its retained earnings 
since acquisition is significant, the consolidated statements may be 
supplemented by statements of the subsidiary. 


a 
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Unconsolidated subsidiaries in consolidated statements. 
The following is quoted from Accounting Research Bulletin No. 51. 


“There are two methods of dealing with unconsolidated sub- 
sidiaries in consolidated statements. Whichever method is adopted 
should be used for all unconsolidated subsidiaries, subject to 
appropriate modification in special circumstances. The preferable 
method, in the view of the committee, is to adjust the investment 
through income currently to take up the share of the controlling 
company or companies in the subsidiaries’ net income or net loss 
[a sanction of the equity method for consolidated statement 
presentation, but not for the parent’s unconsolidated statements], 
except where the subsidiary was excluded because of exchange 
restrictions or other reasons which raise the question of whether 
the increase in equity has accrued to the credit of the group. . 
The other method, more commonly used at present, is to carry the 
investment at cost, and to take up income as dividends are re- 
ceived; however, provision should be made for any material 
impairment of the investment, such as through losses sustained 
by the subsidiaries, unless it is deemed to be temporary. When the 
latter method is followed, the consolidated statements should 
disclose, by footnote or otherwise, the cost of the investment in the 
unconsolidated subsidiaries, the equity of the consolidated group 
of companies in their net assets, the dividends received from them 
in the current period, and the equity of the consolidated group in 
their earnings for the period; this information may be given in total 
or by individual subsidiaries or groups of subsidiaries. 

‘Whichever method of dealing with unconsolidated subsidiaries 
is followed, if there is a difference between the cost of the invest- 
ment and the equity in net assets at the date of acquisition, ap- 
propriate recognition should be given to the possibility that, had 
the subsidiaries been consolidated, part of such difference would 
have been reflected in adjusted depreciation or amortization. 
Also, appropriate recognition should be given to the necessity for 
an adjustment for intercompany gains or losses on transactions 
with unconsolidated subsidiaries. If sales are made to uncon- 
solidated subsidiaries and the investment in the subsidiaries is 
carried at cost plus the equity in undistributed earnings [first 
method mentioned above], an elimination of unrealized inter- 
company gains and losses should be made to the same extent as if 
the subsidiaries were consolidated. The same applies where inter- 
company sales are made by the unconsolidated subsidiaries. If, 
however, the investment is carried at cost, it is not necessary to 
eliminate the intercompany gain on sales to such subsidiaries, if 
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the gain on the sales does not exceed the unrecorded equity in 
undistributed earnings of the unconsolidated subsidiaries. If such 
gain is material, it should be appropriately disclosed. Where the 
sales are made by the unconsolidated subsidiaries to companies 
included in the consolidated group, the intercompany gains or 
losses should be eliminated in arriving at the amount of the equity 
in the undistributed earnings of the unconsolidated subsidiaries 
which will be disclosed in a footnote or otherwise.” 


Investments in subsidiaries in parent’s statements. Al- 
though, as indicated in the preceding quotation, the Committee on 
Accounting Procedure sanctioned the showing, in consolidated 
statements, of investments in unconsolidated subsidiaries at 
amounts which would appear on the parent’s books by use of the 
equity method of accounting, it should not be assumed that a 
similar sanction applies to the parent’s unconsolidated statements. 
It is generally recognized that, in the parent’s unconsolidated 
statements, investments in and earnings of all subsidiaries should 
be reflected on the cost basis, with supplementary information of 
the nature described in the cost-basis comments in the first 
paragraph of the preceding quotation. 

Combined statements. When the criteria for determining 
the propriety of consolidating statements, such as the requirement 
that controlling financial interests should be held by one of the 
companies in the group, are not met, combined statements may 
sometimes be useful. As the name suggests, totals of similar items 
in the statements of individual companies, with some adjustments 
but without elimination of stock investments, are shown in 
combined statements. 

Combined statements might be used when one individual owns 
controlling interests in several businesses whose operations are 
related, or when a group of such companies is under common 
management, or when the object is to present information about a 
group of unconsolidated subsidiaries. 

In the preparation of combined statements, intercompany re- 
lationships such as receivables and payables, and intercompany 
transactions and gains and losses, should be eliminated in the same 
manner as in consolidated statements. The amount of any minority 
interest should be disclosed. 

Limitations of usefulness of consolidated statements. 
A recent survey of the published reports of 329 parent companies, 
conducted by the American Institute of Certified Public Account- 
ants, disclosed that only five submitted parent company state- 
ments. Some of the five have since discontinued the practice. The 
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increasing prevalence of the publication, in parent company 
reports to stockholders, of consolidated statements only indicates 
that the latter are coming to be regarded as primary statements. It 
is important, however, to be cognizant of their limitations. 

Consolidated statements were devised for the purpose of giving 
an interested person an over-all view of the financial position and 
operating results of a group of affiliated companies without requir- 
ing him to examine the statements of all of the related companies 
and to attempt to piece them together into a composite picture. 
For this purpose, consolidated statements have a real usefulness; 
but they do not serve all of the purposes for which individual 
company statements may be used or required. 

Minority stockholders and creditors of subsidiary companies can 
obtain very little information of value to them from consolidated 
statements, for such statements do not detail the assets, liabilities, 
revenues, and expenses of the subsidiaries. Moreover, they should 
be interested in information relative to the volume of business 
conducted with the parent company and other affiliates; the 
continuance or discontinuance of such business is under the control 
of the parent company, and decisions with respect thereto may be 
made from the standpoint of the parent company and to the detri- 
ment of the subsidiary. But the foregoing comments cannot be 
regarded as a cogent criticism of consolidated statements; con- 
solidated statements do not purport to be a substitute for sub- 
sidiary statements as a source of information to minority stock- 
holders and creditors of the subsidiary. 

There also are limitations to the usefulness of consolidated 
statements as a source of information to the parent company’s 
stockholders and creditors. The creditors of each company are 
primarily concerned with the financial position and earnings of the 
specific debtor company. It is obvious that creditors of a subsidiary 
cannot obtain from consolidated statements the information they 
require relative to the subsidiary. It is perhaps less obvious, but 
it is equally true, that the creditors of the parent company are not 
adequately informed by such statements. The pool of assets 
shown by a consolidated balance sheet is not available ratably 
for the payment of the liabilities of all of the affiliated companies 
included in the consolidated balance sheet. 

It is often difficult to show, in a consolidated balance sheet, the 
liens which affect the rights of creditors. Assume, for example, that 
the parent company has pledged the stock of a subsidiary as 
security to a parent-company debt. As a consequence, the net 
assets of the subsidiary do not constitute the same potential debt- 
paying resource for all creditors of the parent company. This 
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condition is not reflected by a consolidated balance sheet in which 
all parent and subsidiary assets are merged in a pool which purports 
to be available ratably for the payment of all parent and sub- 
sidiary liabilities. The pledge of the subsidiary stock may be stated 
in a footnote, but this does not suffice because the consolidated 
balance sheet does not identify the subsidiary’s assets affected by 
the pledge nor the subsidiary liabilities which rank ahead of the 
parent company’s liabilities to creditors holding the pledged stock. 

Since a consolidated statement is a composite, a weak current 
position of one company may be bolstered by a strong current 
position in another company; for this and other reasons, the con- 
solidated balance sheet cannot be regarded as reflecting the current 
position of the parent company. 

If assets of foreign subsidiaries represent a considerable portion 
of the consolidated total, very misleading conclusions may be 
reached if the consolidated balance sheet includes foreign cash 
subject to widely fluctuating exchange rates or to exchange restric- 
tions, or if it includes foreign receivables subject to extraordinary 
collection hazards, or if it includes merchandise manufactured 
and/or labeled specifically for foreign sales. 

It is customary to show as finished goods inventory in the con- 
solidated statements the total finished goods inventories of all 
companies, and to combine the other inventories in a similar man- 
ner. However, if intercompany sales are made and finished goods 
of one company become raw materials of another company, such 
an inventory classification procedure may be misleading. If such 
intercompany transfers are of inconsequential amount, the cus- 
tomary procedure results in only a negligible distortion; but if 
substantial inventories properly classified as finished goods from 
the individual company standpoint are in reality raw materials or 
goods in process from the consolidated standpoint, the consolidated 
balance sheet will give a false impression of the liquidity of the 
inventories. 

Bond indentures frequently require the maintaining of specified 
minimum ratios of current assets to current liabilities and provide 
penalties for nonconformance. A consolidated balance sheet does 
not give the bondholders of individual companies information 
from which they can determine whether the requirements are being 
fulfilled, nor can it show the stockholders whether their company 
is in any jeopardy because of a default. 

The bondholders and preferred stockholders are interested in 
the relation of separate company earnings to interest and pre- 
ferred dividend requirements, and the common stockholders are 
interested in the remaining earnings on common shares. Con- 
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solidated statements do not provide this information. Moreover, 
because of the customary procedure of combining the bond interest 
and the preferred dividends of all companies, the statements do 
not show, with respect to any company, the number of times that 
its bond interest or preferred dividend is earned. Also, the custom 
of deducting all bond interest before any preferred or common 
dividends tends to create the false impression that all bond interest 
ranks ahead of any dividends; actually, the bond interest and 
preferred and common dividends of subsidiaries must be paid 
before any subsidiary earnings become available for the payment of 
parent-company bond interest. 

It is, of course, obvious that a consolidated income statement 
does not show the operating results of individual companies. Such 
information may be extremely important, not only from the 
standpoint of minority stockholders of subsidiaries but from the 
standpoint of the parent company as well. A family of companies 
may be able to carry a weak sister, but the strength of the organiza- 
tion is enhanced if each affiliate carries itself. A weak subsidiary 
may be a real source of danger. Assume, for instance, that an 
essential subsidiary is operating at a loss—a fact which is not 
disclosed because the group as a whole operates at a profit; control 
of the subsidiary has been exercised through ownership of the 
common stock, since the preferred stock has no vote as long as 
dividends are paid. Here, obviously, is a situation in which control 
of an essential subsidiary may be lost to outside preferred stock- 
holders, and the integrated operations of the entire affiliated group 
are therefore in jeopardy. 

Ratio analyses based on consolidated data are not reliable. 
In the first place, such ratios are composites, and the good and 
bad features of individual companies are not disclosed by them. 
For instance, assume the following facts regarding sales and a 
certain expense: 


Sales Expense Per Cent 
REGEN RNY A cess nbn get eines Ree <0 $ 300,000 $33,000 11.0% 
OMIA VA en eee ae Oe ee ts ete 700,000 42,000 6.0 
MD Otalee seen VAs SPR RNAI SE ee $1,000,000 $75,000 7.5 


Let us further assume that 7.5% is a satisfactory ratio and that 
11% is unsatisfactory; a bad feature of Company A is not disclosed. 

In the second place, the ratios are affected by intercompany 
eliminations. Assume that in the above situation there are inter- 
company sales of $250,000; the sales shown in the consolidated 
income statement are therefore $750,000, and the expense ratio 1s 
stated as 10%. If an expense should bear a certain relation to sales, 
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the per cent should be computed by using the total sales as well as 
the total expenses; since intercompany sales are eliminated from 
the base, the per cent is distorted. 

On the other hand, it should be recognized that statements of 
the parent company alone are not wholly satisfactory. A parent- 
company balance sheet in which the assets consist principally of 
investments in subsidiaries can hardly be regarded as an adequate 
indication of the parent company’s financial position unless it is 
supplemented by information about the assets and liabilities 
underlying the investments. And a parent company’s income 
statement in which subsidiary dividends are taken as earnings 
reflects income only from the legal, and not from the economic, 
standpoint. Although the dividends received from the subsidiary 
are legal income to the parent company, the income statement 
showing such dividends as income should also show, by footnotes 
or other memoranda, the net income earned or the loss incurred 
by the subsidiary during the period. 

File of consolidating information. The preparation of a 
consolidated statement frequently requires a knowledge of certain 
events which occurred in prior periods and other data not required 
for individual company statements. For instance, if the invest- 
ments are carried at cost, it is essential to retain in available form 
complete information relative to the book value of the subsidiary 
stocks at the dates of acquisition. This, of course, is especially 
important if the subsidiary stock was acquired by purchases at 
several dates. If fixed assets are transferred from one affiliated 
company to another at a profit, it is important to have information 
about the amount of the intercompany gain and the estimated 
useful life of the asset after the intercompany sale, so that proper 
elimination of intercompany profit and proper adjustment of 
depreciation or amortization charges can be made as long as the 
asset remains in the accounts. 

For these, and often other, reasons, it is advisable to maintain a 
file of historical information that will be useful in the preparation 
of consolidated statements for successive periods. 

Subsidiaries acquired in a pooling of interests. In the 
presentation of parent and subsidiary accounting in the preceding 
pages of the text, it has always been assumed that the parent 
company either organized the subsidiary company or purchased 
the stock of an established company from stockholders. As a 
general rule, it was also assumed that the stock was paid for by 
cash or other assets, in contrast to a situation in which the stock 
is acquired by issuing stock of the parent company in exchange. 
Where there is an exchange of stock, there is the possibility that 
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the acquisition of a subsidiary may be construed as a pooling of 
interests rather than as a purchase. 

In Chapter 27 of the Intermediate volume, a pooling of interests 
was explained and differentiated from a purchase. It was pointed 
out that the distinction between a pooling and a purchase was of 
fairly recent origin. The following conditions, or some combination 
of them, were suggested as being relevant for purposes of classifying 
an acquisition as a pooling of interests rather than as a purchase: 


Continuity of ownership interests. 

Continuity of voting rights and consequent control over 
management. 

Continuity of management. 

Businesses being combined are engaged in activities that are 
either similar or complementary. 

Businesses being combined are of about the same relative size. 


When an acquisition has been classified as a pooling of interests, 
the investment account is debited for the stated value of the stock 
issued by the parent company in exchange for the shares of the 
subsidiary. Furthermore, the account balances of the now combined 
or related companies can be merged without adjustment, provided 
that the account balances are stated in conformity with generally 
accepted accounting principles. The right to merge account 
balances includes the right to combine the retained earnings of the 
companies. As a result, if the acquired company is held as a sub- 
sidiary and not liquidated, consolidated retained earnings at the 
date of acquisition may exceed the retained earnings of the parent 
company alone. This result is contrary to the rule applicable in the 
case of a subsidiary acquired by purchase, which holds that no 
portion of the at-acquisition retained earnings of the subsidiary 
may be included in consolidated retained earnings. 

With the combining of retained earnings being permitted for 
purposes of consolidated statements if a pooling of interests has 
occurred, it should be recognized that initially the consolidated 
retained earnings may be less, but never more, than the sum of the 
retained earnings of the parent and subsidiary corporations. The 
consolidated retained earnings will be less if the stated capital 
resulting from the issuance of shares by the parent company 
exceeds the paid-in capital associated with the shares of the sub- 
sidiary received in exchange. As an illustration, consider the 
following example. Assume that Company S has the following 


stockholders’ equity: 


OIES! BEOUR. 0 tds nts eee «aces eipemiesie Faas ems 655 os $60, 000 
Retain ducarnin CS weet ieaecaccciccerrmete tree oherr iets cake visto 20,000 $80,000 
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Assume further that Company P acquires all of the outstanding 
shares of Company S by issuing in exchange shares of Company P 
having a stated value of $70,000. Company P’s entry is: 


Investment in stock of Company S..................... 70,000 
Capitaltstocks:.J)20. UE ee eae See 70,000 


Of Company S’s retained earnings, $10,000 has in effect been capi- 
talized, from a consolidated standpoint, and only the remaining 
$10,000 will become a part of consolidated retained earnings. This 
is illustrated in the consolidated balance sheet working papers on 
page 473. 

If the stated value of the stock issued by the parent company in 
exchange for the stock of the subsidiary is less than the paid-in 
capital associated with the shares of the subsidiary, the difference 
may be shown as paid-in surplus in the consolidated balance sheet. 
To illustrate, assume that the stockholders’ equity of Company S 
in the preceding illustration had been as follows: 


Capital: stocks. Axt.pa33 ice eee Aah ees BS eee $50,000 
Pai dain surpls -f3 ck cece ca gg oe ee ee ae 10,000 
Retained*earmings.. cot cent aces es Cee ee mer tere ieee 20,000 $80,000 


Then assume that Company P had issued stock with a stated value 
of $45,000 for all of the stock of Company S. The elimination of the 
investment in the subsidiary and the subsidiary’s capital stock 
would be achieved by the following working paper entry in the 
Adjustments and Eliminations columns. 


Capitalistock—-CompanyiSit. +4) ek ete ee een ee 50,000 
Investment in stock of Company S............... a 45 , 000 
Paid-insurpluscms Aseh cet ase ren, ce ete eee 5,000 


The Stockholders’ Equity section of the consolidated balance 
sheet at acquisition would be as follows: 


Stockholders’ equity: 


Capital"stock eon amine data. Amount shown by the Capital Stock 
account on the books of Company P 

Faid-in.sirplis. apse erates oe casei: $15,000 

Retained earnings............... 60, 000 


No attempt should be made to make use of market value data 
in recording the exchange of stock; this would not be consistent 
with a pooling of interests. Also, in a pooling situation, there would 
be no excess of cost over book value, or vice versa; such an excess 
arises only if the subsidiary is purchased. 

Subsidiaries which were acquired through a pooling of interests 
are not commonly found in practice at the present time. However, 
there is evidence which suggests that such arrangements are being 
concluded in increasing numbers. 
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The Entity Theory 


The entity theory of consolidated statements. The 
conventional procedures for the preparation of consolidated state- 
ments are based on the concept that they are essentially parent- 
company statements—that the subsidiaries partake of the nature 
of branches. This concept is evidenced by the fact that the stock- 
holders’ equity shown in the consolidated balance sheet does not 
normally include the minority interests; the consolidated stock- 
holders’ equity is the amount of the parent’s stockholders’ equity 
adjusted by the parent’s share of the increase or decrease in the 
subsidiaries’ retained earnings since acquisition. 

In 1944, the American Accounting Association published a 
monograph, The Entity Theory of Consolidated Statements, by 
Maurice Moonitz, Ph. D., which advocates the preparation of 
consolidated statements in a manner based on a different concept 
of the nature of such statements. In this monograph Doctor 
Moonitz maintains, in effect, that consolidated statements are not 
essentially parent-company statements; that they are statements of 
a business entity with two classes of proprietary interests—the 
majority or dominant interest and the minority interest or in- 
terests; and that, in the preparation of consolidated statements, 
these interests should be treated consistently. Some of the pro- 
cedures advocated by Doctor Moonitz are discussed in the follow- 
ing paragraphs. 

Minority stockholders’ equity. Since, under the entity 
theory, both the majority and minority stockholders have proprie- 
tary interests in the business entity, a consistent treatment requires 
that both the minority and the majority interests be shown in the 
Stockholders’ Equity section of the consolidated balance sheet, 
thus: 


Stockholders’ equity: 
Minority interest: 


Caprtalistookss ier cco h sos 4, a ee $ 10,000 
Retainedearnings: gcse cnc cok os ee ee 3,000 $ 13,000 
Majority interest: 
Gapital: stodke sien. WO) oer AR Ae een $100,000 
Retained, earnings: ss ats ashanti ee eee 60,000 160,000 
$173,000 


Intercompany profits in inventories and fixed assets. At 
the time of the publication of the monograph, there was a difference 
of opinion among accountants as to whether eliminations from 
inventories and fixed assets of intercompany profits made by less 
than 100%-owned subsidiaries on sales to affiliated companies 
should be computed by multiplying the intercompany profit by 
100% or by the per cent of the parent’s interest in the selling 
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subsidiary. In conformity with the basic entity theory concept that 
majority and minority interests should be treated consistently, 
the monograph advocates that 100% of such intercompany profits 
should be eliminated, regardless of the per cent of minority interest 
in the selling subsidiary, and that the majority and minority 
interests in the net income of the selling subsidiary should be 
affected ratably. 

The American Accounting Association and the American 
Institute of Certified Public Accountants are now on record as 
favoring the 100% elimination. Therefore, the 100% elimination is 
no longer a characteristic peculiar to entity-theory statements. 

Consolidated goodwill or adjustment of asset values. 
Assume that on January 1, 1961, Company P acquires, for 
$148,500, a 90% interest in a subsidiary with a stockholders’ equity 
of $150,000. Since 90% of $150,000 is $135,000, the payment in 
excess of book value was $13,500. If the excess payment is regarded 
as indicative of the existence of goodwill, the generally accepted 
procedure is to establish the amount thereof at $13,500. Under the 
entity theory, the argument runs as follows: The parent company 
purchased a 90% interest in the net assets of the subsidiary, 
including 90% of its goodwill; therefore, the total goodwill of the 
subsidiary is $13,500 + .90, or $15,000, and that amount should 
go into the consolidated working papers, with a $1,500 addition to 
the minority interest. Otherwise, the majority and minority 
interests in the business entity will not be consistently determined. 

Similarly, if the excess payment by the parent is regarded as 
indicative of an undervaluation of one or more subsidiary assets, 
the adjustment of the asset valuations for consolidated statement 
purposes should be $15,000, with a $1,500 addition to the minority 
interest. If the asset is subject to depreciation or amortization, the 
provisions should be based on a valuation including the $15,000; 
the majority and minority interests in the net income of the sub- 
sidiary would be affected proportionately. 

Entity-theory working papers will differ from conventional-basis 
working papers in only one particular: the treatment of matters 
related to the difference between the cost of the parent’s investment 
in the subsidiary’s stock and the book value thereof at the date of 
acquisition. 

Referring to the preceding illustration, assume that the $15,000 
is to be shown in the consolidated balance sheet as goodwill. The 
following entry is made in the Adjustments and Eliminations 
columns of the partial working papers on page 476: 


GOOC willl eee ee ra elo eee is ae eles aiers 15,000 
Investment account—Excess of cost over book value. . 13,500 


IMinOrity-inverest emanate tte. cee ite ; 
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Parent and Subsidiary 


Accounting (Concluded) 


Reciprocal Affiliations 


A reciprocal affiliation exists when two companies hold stock 
in each other. 

Reciprocal affiliation—Father and son. A reciprocal affi- 
hation between a father and a son is illustrated by the following 
chart: 


A $30,000 


80 


Chart 1. 


Eighty per cent of the parent’s stock is held by outsiders; 
twenty per cent is held by the subsidiary. The parent owns ninety 
per cent of the stock of the subsidiary. 

When there is no reciprocal affiliation, which has been the case 


up to this point in the book, the subsidiary’s minority interest in 
479 
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the net income was computed by multiplying the subsidiary’s net 
income (adjusted for inventory and fixed asset intercompany 
profits made on sales by the subsidiary) by the minority’s per- 
centage interest in the subsidiary. But when there is a reciprocal 
affiliation, this simple procedure cannot be followed, because the 
subsidiary’s net income for purposes of consolidated statements 
includes not only the net income from the subsidiary’s own opera- 
tions but also the subsidiary’s portion of the net income of the 
parent applicable to the parent’s stock owned by the subsidiary. 
A less simple apportionment procedure is required. Three methods 
are described. 

Apportionment by algebra—No intercompany profits. 
The apportionment of the $40,000 net income shown in Chart 1 
between consolidated net income and the minority interest in the 
subsidiary may be determined algebraically by the procedure 
shown below. 


Let A 
Let B 


the net income of Company A on a consolidated basis. 
the net income of Company B on a consolidated basis. 


ll 


Then A = $30,000 + .9B 
B = $10,000 + .2A 


A = $30,000 + .9B 
= $30,000 + .9($10,000 + .2A) 

$30,000 + $9,000 + .18A 

$39,000 

$47,560.98 The net income of Company A on a consoli- 
dated basis. 


B = $10,000 + .2A 
= $10,000 + (.2 & $47,560.98) 
= $10,000 + $9,512.20 
= $19,512.20 The net income of Company B on a consoli- 
dated basis. 


00 
bo 
ow 

ll Wt i 


Apportionment of Net Income 


Consolidated net income: 


80% 0f:$47;560.98 sh, a, an ae chert ae ate onto eae eae eae $38 , 048 .78 
Minority interest in Company B: 

10% iOT$19,612:20 Jan. heron nets vat etcsavig ene CEE eee ee 1,951 22 
Total ign wud osx ial gy ceri Sate ei a eee $40, 000 .00 


Apportionment by algebra—Intercompany profits. Again 
using the facts in Chart 1, assume that Company B’s inventories 
contained intercompany profits, made on sales by Company A, in 
the amounts shown on the following page. 
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In inventory at bezinniip ofiyeats ovbanauic ladder nee ca $ 500.00 
Pasventorvm atrend Of Year «cu vce c cotnmtee isc acuee, cl ., 1,500 .00 


Then Company A’s net income exclusive of its share of the net 
income of Company B is 


$30,000 + $500 — $1,500 = $29,000 
and the algebraic computation is: 


Let A = the net income of Company A on a consolidated basis. 
Let B = the net income of Company B on a consolidated basis. 


Then A = $29,000 + .9B 
B = $10,000 + .24 
A = $29,000 + .9B 
= $29,000 + .9($10,000 + .24) 
= $29,000 + $9,000 + .18.4 


.82A = $38,000 
A = $46,341.46 
B = $10,000 + .24 


= $10,000 + (.2 X $46,341.46) 
= $10,000 + $9,268.29 
= $19,268.29 


Apportionment of Net Income 


Consolidated net income: 


BO rOSE SIO SAL AG ko aporrree tees cia en teal srctarer erie los fxn dig eee $37,073 .17 
Minority interest in Company B: 

LOS OSLO 268529 cee ieitys, cde @ Riracin ceils cians aNd SECT 1,926.83 
Motel erg rie teydegeee sa sxcdeta sete wy steyoun svornporalielerletoey CALA Ia eene aac Ree $39 , 000 .00 


Successive approximations method. This method is useful 
if one does not have a command of algebra, or in cases where the 
intricacies of intercompany affiliations make algebraic computa- 
tions extremely difficult. 

The table of successive approximations for Chart 1 is shown 
on page 482. Usually, approximations may be rounded off to dollars 
until the difference between two successive approximations for the 
same company is two dollars or less; amounts should then be car- 
ried to cents. The table is completed when two successive approx1- 
mations for each company produce (or would produce, if made) 
the same result. 

It is here assumed that there were no intercompany profits in 
inventories. If there were intercompany profits in the same 
amounts as in the second algebraic computation above, Company 
A’s net income would be shown as $29,000. 
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Table of Successive Approximations 
First Second Third Fourth Fifth Sixth 


Company A: 
Own net income....... $30,000 $30,000 $30,000 $30,000 $30,000 $30,000 
90% of Company B.... 9,000 16,020 17,284 17,511 17,552 17,559 
Total............... $39,000 $46,020 $47,284 $47,511 $47,552 $47,559 
Company B: 
Own net income....... $10,000 $10,000 $10,000 $10,000 $10,000 $10,000.00 
20% of Company A.... 7,800 9,204 9,457 9,502 9,510 9,511.80 
Total............... $17,800 $19,204 $19,457 $19,502 $19,510 $19,511.80 
Seventh Highth Ninth Tenth 
Company A: 
Own net income....... $30,000.00 $30,000.00 $30,000.00 $30,000.00 
90% of Company B.... 17,560.62 17,560.91 17,560.96 17,560.97 
Totalataci ene $47,560.62 $47,560.91 $47,560.96 $47,560.97 
Company B: 
Own net income....... $10,000.00 $10,000.00 $10,000.00 $10,000.00 
20% of Company A.... 9,512.12 9,512.18 9,512.19 9,512.19 
Total arte cone acas $19,512.12 $19,512.18 $19,512.19 $19,512.19 


The successive approximations were made as follows: 


First approximation: A’s 90% of net income of B: 90% of $10,000 = $ 9,000 
B’s 20% of net income of A: 20% of $39,000 = $ 7,800 
Second approximation: A’s 90% of net income of B: 90% of $17,800 = $16,020 
B’s 20% of net income of A: 20% of $46,020 = $ 9,204 


And so on. 


The apportionment of the net income can then be made as shown 
in the algebraic solution: 


Consolidated net income: 


80% 0f $47, 560!97 Sener. cree Geil « RERER Ew hin a ey eee $38,048.78 
Minority interest in Company B: 

1O%G).0L, BLO OT 2A Ol oe eon wise 5 aio eer eke ae ee 1,951.22 
4 Ws oe UE Cerne aS boa Pecicahy ABER OCR C TENG AEA FINS Soto AA $40, 000 .00 


Formula method. A procedure using formulas for the com- 
putation of per cents that can be used for the apportionment of net 
income is illustrated below. 


Formula for Apportionment of Net Income of Company A 


Let PAC represent the per cent of Company A’s net income to be 
included in consolidated net income. 


Then PAC = Percent of Company A stock held by outsiders 
Interdependency factor 


The interdependency factor is 100% minus the product of the 
per cents of reciprocal stockholdings. For the Chart 1 situation, it 
is computed as shown on page 483. : 
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Interdependency factor = 100% — (90% of 20%) 
100% — 18% 


82% 


80 
PAC = “ = 97.56097% The per cent of Company A’s net income to 
: be included in consolidated net income. 


Hou il 


Then Company B’s minority interest in the net income of 
Company A is: 


100% — 97.56097%, or 2.48903 % 


See the tabulation below for the application of these per cents in 
the apportionment of the net income of Company A. 


Formula for Apportionment of Net Income of Company B 


Let PBC represent the per cent of Company B’s net income to be 
included in consolidated net income. 


Per cent of outside-owned ,, Per cent of parent’s control- 


Then PBC = stock of parent ling interest in subsidiary 
Interdependency factor 
* acne = 87.80487% 


Then Company B’s minority interest in the net income of 
Company B is: 


100% — 87.80487 %, or 12.19513% 


Application of the Apportionment Per Cents 


The apportionment per cents determined by the above formulas 
are applied to the net income amounts of the two companies per 
books as follows: 

Apportionment of Net Income 


Apportionment 


Consolidated Minority Interest— 
Net Income Co. B 
Company Net Income Per Cent Amount Per Cent Amount 
PASS 2-7. oe $30,000 97.56097% $29,268.29 2.43903% $ 731.71 
Je ioeceala te ae 10,000 87.80487 8,780.49 12.19513 1,219.51 
$40 , 000 $38,048.78 $1,951.22 


Observe that the income apportionment agrees with that deter- 
mined by algebra on page 480 and by successive approximations on 
page 482. 
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The consolidated working papers will not show the computation 
of the minority interest as has previously been done, but may refer 
to the computation made by algebra, successive approximations, 
or formulas, as shown below: 


Partial Consolidated Working Papers 


Statements Minority 
Company A Company B Interest Consolidated 


INcoME STATEMENT: 
Minority interest (see 
computation)...... 1,951.22 38,048.78 


INetancomer ore ar 30,000 10,000 1,951.22 38,048.78 


Apportionment per cents are equally applicable to a situation in 
which there are intercompany profits in inventories. Refer to page 
481 and note that the net income of Company A after adjustment 
for intercompany profits in inventories was $29,000. The apportion- 
ment per cents are applied as follows: 


Apportionment of Net Income 


Apportionment 
Consolidated Minority Interest— 
Net Income Co. B 
Company Net Income Per Cent Amount Per Cent Amount 
JA ease $29,000 97 .56097% $28,292.68 2.43903% $ 707.32 
WB Ree oie 10,000 87 .80487 8,780.49 12.19513 1,219.51 
$39 , 000 $37 ,073 .17 $1, 926.83 


Observe that the income apportionment is the same as that 
obtained by algebra on page 481. 

Reciprocal affiliation—Son and grandson. Chart 2 illus- 
trates a reciprocal affiliation between two subsidiaries—Companies 


A $40,000 

90 

B $30,000 
80 5 


B and C, 


Chart 2. 
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When a reciprocal affiliation exists between two subsidiaries, the 
determination of the consolidated net income and the minority 
interests in net income involves two steps: 


Step 1—Computation of the net income of each reciprocally 
affiliated company on a consolidated basis. 
Step 2—Apportionment of the consolidated-basis net incomes. 


Apportionment by algebra—No intercompany profits. 
The following illustration of these procedures is based on the Chart 
2 data. 

First step. Following is the algebraic computation of the con- 
solidated-basis net income of Company B and of Company C. 


Let B = the net income of Company B on a consolidated basis. 
Let C = the net income of Company C on a consolidated basis. 


B = $30,000 + .8C 
C = $20,000 + .05B 


B = $30,000 + .8($20,000 + .05B) 
= $30,000 + $16,000 + .04B 

.96B = $46,000 

B = $47,916.67 

C = $20,000 + .05B 
$20,000 + (.05 x $47,916.67) 
= $20,000 + $2,395.83 
= $22,395.83 


Second step. Having computed the consolidated-basis net 
income of each of the reciprocally affiliated companies, the income 
apportionment can be made as follows: 


ll 


I 


I 


Apportionment of Net Income 


Consolidated net income: 


Company A’snet incomes... 2403), 08 Vet $40 , 000 .00 

From Company B—90% of $47,916.67........ 43,125.00 $83,125.00 
Minority interest in Company B: 

BD: KOL Dad CLOT eed ile eee cote eM od EL see 2,395 .83 
Minority interest in Company C: 

DOTROR DS 22/39 0: OOS rns Soe TOMES corer OE MEG Se secs ier ok 4,479.17 
“TRE hs Rifas sce eee FE bo Oi © saa ay Fo SY RE Ss CS eS ccna oh ge $90 , 000 .00 


Apportionment by algebra—Intercompany profits. If 
any of the affiliated companies has made an intercompany profit on 
sales of goods that remain in another company’s inventory, the 
algebraic procedure is the same as that illustrated above, but the 
net income of the selling affiliate is adjusted for any intercompany 
profits in the beginning and ending inventories, in the manner 
described on page 481. 
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Successive approximation method—No intercompany 
profit. The table of successive approximations for Chart 2 is 
shown below: 

Company B: 
Own net income. $30,000 $30,000 $30,000 $30,000.00 $30,000.00 $30,000.00 


80% of net in- 
come of Com- 


pany, Caen 16,000 17,840 17,914 17,917.00 17,916.68 17,916.67 
Total sree t: $46,000 $47,840 $47,914 $47,917 .00 $47,916.68 $47,916.67 
Company C: 


Own net income. $20,000 $20,000 $20,000 $20,000.00 $20,000.00 $20,000.00 
5% of net in- 

come of Com- 

Daye ae 2,300 2,392 2,396 2,395.85 2,395.83 2,395.83 


Totals. re $22,300 $22,392 $22,396 $22,395.85 $22,395.83 $22,395.83 


The income apportionment is the same as by the algebraic method. 
(See page 485.) 

Formula method. The formula method is applied to the data 
in Chart 2 as follows: 


Net Income of Company A 


When the parent is not one of the reciprocally affiliated com- 
Janies, 100% of its net income is included in consolidated net 
income. 


Formula for Apportionment of Net Income of Company B 


Let PBC represent the per cent of Company B’s net income to 
be included in consolidated net income. 


Control per cent in the line leading 
! Then PRO = 2t0m_Company A to Company B_ 


, Interdependency factor 


The interdependency factor is 100% minus the product of the 
per cents of reciprocal stockholdings. For the case illustrated in 
Chart 2, it is computed as follows: 


Interdependency factor = 100% — (80% X 5%) 


= 100% — 4% 
= 96% 
Then PBC = we = 93.75% 


Let PBb represent the per cent of Company B’s net income 
applicable to the minority interest in Company B. 
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Then PBb = Pet cent of minority interest in Company B 
Interdependency factor 


HOG 
= Je = 5.208333 % 


Let PBc represent the per cent of Company B’s net income 
applicable to the minority interest in Company C. 


Per cent of minority interest | Control per cent in the line 


in Company C X leading from Company C to 
Then PBe = sompaBy 2 
Interdependency factor 
= RL ALE = 1,041666% 


Formula for Apportionment of Net Income of Company C 


Let PCC represent the per cent of Company C’s net income to be 
included in consolidated net income. 


Product of control per cents in the lines 
leading from Company A to Company C 


Then PCC = Interdependency factor 
pec = 90% X 80% 
.96 
72% 
a, = 75 
.96 e 


Let PCc represent the per cent of Company C’s net income 
applicable to the minority interest in Company C. 


Per cent of minority interest in Company C 


Then PCc = Interdependency factor 


as “ae = 20.833333 % 


Let PCb represent the per cent of Company C’s net income 
applicable to the minority interest in Company Bb: 


Per cent of minority interest | Control per cent in the line 
in Company B < leading from Company B to 
Company C 


Then PCb = Interdependency factor 


sf 5% X SON = 4.166666 % 


488 PARENT AND SUBSIDIARY ACCOUNTING Ch. 26 


Application of the Apportionment Per Cents 


The apportionment per cents determined by the above formulas 
are applied to the net income amounts of the three companies as 
follows: 


Apportionment of Net Income 


Consolidated Minority Interest— Minority Interest— 
Net Net Income Company B Company C 
Company Income Per Cent Amount Per Cent Amount Per Cent Amount 
A $40,000 100.00% $40,000 
B 30,000 93.75 28,125 5.208333% $1,562.50 1.041666% $ 312.50 
OG 20,000 75.00 15,000 4.166666 833.33 20.833333 4,166.67 
$90 , 000 $83,125 $2,395.83 $4,479.17 


Consolidated Working Papers—Reciprocal Affiliations 


The general form of working papers is not affected by the 
existence of a reciprocal in the affiliation structure. The reciprocal 
affiliation does require new procedures for the apportionment, 
between consolidated and minority interests, of: 


The net income for the year; 
The change in subsidiary retained earnings between the date of 
acquisition and the beginning of the statement year. 


The new procedures are illustrated later. 


Basis of illustration. The following illustration is based on 
Chart 2. 


A |$40,000 


100 


90 


5 


80 5 


C {$20,000 
20 | 
Chart 2. | 
It is assumed that: 


All stock acquisitions were made by the three companies on the 
same date, December 31, 1960. 
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The retained earnings of the two subsidiaries on that date were: 


IY SOTA: 2 te pee Gael ties sare ma Ns Rhee Sr RNS 2b Se OP $60 , 000 
COMPO Gee 5s AEE a ee ee ee ee 40,000 
All of the stock acquisitions were made at book value. 
Consolidated statements are to be prepared for the year ended 
December 31, 1962. 
The increases in the retained earnings of the subsidiaries between 
the date of acquisition and December 31, 1961, were: 
Wompany 7 Bl. s. Los ALK Eee eo ook ee es Le $30, 000 
Company Caer gah Sis hon tae, aoe ew. eed ore, Pen 20,000 
There were intercompany sales during 1961 and 1962, and there 
were intercompany profits in the inventories at the end of each 
year; the amounts are stated later. 
Kach company uses the cost method of accounting for its 
investment in an affiliate. 


The working papers are on pages 492, 493, and 494. The adjust- 
ments and eliminations are stated below. Because of space limita- 
tions on the printed page, adjustments and eliminations running 
into cents are rounded off to dollars in the working papers. 


Adjustments and Eliminations 


A—Intercompany sales—$25,000. 
B—Intercompany profits in inventories, December 31, 1961— 
$4,500, as detailed below: 


Intercompany Profit 


On Sales Made By ___in Inventories 
WOMPAMV TAMA Mile echo ete at ae est ee $2,000 
Companye Bs See eee hte a iA hie 1,500 
Company nay as el a kee ain tates cc eee rar on 1,000 

PUNO sil oes oe eyes covet hc ROGER Ee OR ts oe $4, 500 


The adjustment debits the retained earnings of the respective 
companies in the Statement of Retained Harnings section of 
the working papers (on the line for the increase since acquisi- 
tion) with the amounts of the intercompany profits shown 
above, and credits the inventory in the Income Statement 
section. 

C—Intercompany profits in inventories, December 31, 1962— 
$6,800, as detailed below: 


Intercompany Profit 


On Sales Made By in Inventories 
WOMAN Ar. pagee eect Pes Lie aa os psycay te $3 , 000 
CGMDSO Dotnet gn eRe 6 Asa 2,000 
Company Cat we ate eet Pe tee ete es 1,800 


Total sch <-ch aeee ne Fee Hh. Tad Oe $6, 800 
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The adjustment (for the total intercompany profit) debits the 
inventory in the Income Statement section and credits the 
inventory in the Balance Sheet section. 

D—Intercompany dividends paid by Company B. 

E—Intercompany dividends paid by Company C. 

F—Book value, at acquisition, of Company A’s investment in 
stock of Company B. 

G—Book value, at acquisition, of Company C’s investment in 
stock of Company B. 

H—Book value, at acquisition, of Company B&’s investment in 
stock of Company C. 


Apportionment of Net Income for 1962 
Company A Company B Company C Total 


Net income per books.... $40,000 $30,000 $20,000 $90,000 
Add—deduct*: 
Dividend income...... 4,050* 2, 400* 225* 6,675* 
Intercompany profits in 
inventories: 
Beginning of year. 2,000 1,500 1,000 4,500 
End of year...... 3, 000* 2, 000* 1,800* 6, 800* 
Adjusted net income.... . $34, 950 $27, 100 $18,975 $81,025 
Let B = the net income of Company B on a consolidated basis. 


Let C 


Then B = $27,100 + .8C 
C = $18,975 + .05B 


B = $27,100 + .8($18,975 + .05B) 
= $27,100 + $15,180 + .04B 
.96B = $42,280 
B = $44,041.67 


C = $18,975 + .05B 
$18,975 + (.05 X $44,041.67) 
$18,975 + $2,202.08 

= $21,177.08 


the net income of Company C on a consolidated basis. 


lI 


Apportionment 
Consolidated net income: 


From.CompanyyA‘sioperations. 0) sss aia ane $34,950 

From Company B—90% of $44,041.67.............. 39, 638 

OGL; 5,05 seep eR clay cas eee Fae GEG Reeee os eee $74,588 
Minority interest in Company B: 

5%. 0f S&C OLN 67 OAL. 5 pT ENS BA, lesb eee 2,202 
Minority interest in Company C: 

20% Of S21 LU. OS ceceaa weet re iste ate nee ae RR eee 4,235 
Dota ss, acatuca sane + gypeseinsd 4 see nro etree Re Ro $81,025 


Observe how the minority interests in net income and the con- 
solidated net income are shown at the bottom of the Income State- 
ment section of the working papers on page 492. 
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Apportionment of Increases in Subsidiaries’ Retained Earnings 
From the Date of Acquisition to the Beginning of the Year 


Company B Company C_ Total 
Increase in retained earnings since ac- 


quisition—per books................ $30,000 $20,000 $50,000 
Profits unrealized because of intercom- 


pany profits in inventories on Dec. 31, 
TROT ee cones renee Ace Sa Oi 8 ia eI, 1,500 1,000 2,500 
Adjusted increase in retained earnings.. $28,500 $19,000 $47,500 


Let B = Increase in retained earnings of Company B from date of 
acquisition to December 31, 1961, on a consolidated basis. 
Let C = Increase in retained earnings of Company C from date of 
acquisition to December 31, 1961, on a consolidated basis. 


Then B = $28,500 + .8C 
C = $19,000 + .05B 


B = $28,500 + .8($19,000 + .05B) 
= $28,500 + $15,200 + .04B 
.96B = $43,700 
B = $45,520.83 


C = $19,000 + .05B 
= $19,000 + (.05 X $45,520.83) 
= $19,000 + $2,276.04 
= $21,276.04 


I 


Apportionment 


Consolidated retained earnings: 


From Company B—90% of $45,520.83... ............-..:.08. $40 , 969 
Minority interest in Company B: 

DT OMGA Ds O20 Sorat tee ane INT etait ie cues eas cree 2,276 
Minority interest in Company C: 

DOR pal 2 KOLO te as Vee PNR Ar cos aa ake, a sea gety osha eon gage 4,255 
{ROGET en ES ee Ren cin tee ener ae 1 ie a ree eer oe $47 , 500 


Observe how the above apportionment is shown in the Statement 
of Retained Earnings section of the working papers on page 493. 


Minority Interests 
Company B Company C Consolidated 


Company B—Increase line................ 2,276 26, 224 
Company C—Increase line................ 4,255 14,745 


Total consolidated interest—as above...... 40,969 
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Circuit Affiliations 


Illustrative case. A circuit affiliation exists when one com- 
pany holds stock in another company to which it is also 
affiliated through one or more minor parents or through connecting 
affiliates. 

Observe that the following chart shows that Company C holds 
stock of Company A, and that it is also affiliated with Company A 
through the minor parent, Company B. 

Circuit affiliations are rarely encountered; therefore, only one 
illustrative case will be given; it will show how the algebraic and 
successive approximations methods described in this chapter for 
dealing with reciprocal affiliations are used in dealing with circuit 
affiliations, whether or not there are intercompany profits. In this 
illustration it is assumed that there were no intercompany profits. 
The formula method also can be used, but it is not illustrated 
because of the infrequency of circuits and because a single formula 
would not be applicable to all of the possible varieties of circuits. 


A $30,000 
95 


Chart 3. 


Income apportionment by algebra or successive approxi- 
mations. The procedures shown below are similar to those 
previously illustrated. 


First step—By algebra. 


Let A = net income of Company A on a consolidated basis. 
B = net income of Company B on a consolidated basis. 
C = net income of Company C on a consolidated basis. 


A = $30,000 + .9B 
B = $20,000 + .8C 
C = $15,000 + .05A 
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A = $30,000 + .9B 
= $30,000 + .9($20,000 + .8C) 
= $30,000 + $18,000 + .72C 
= $48,000 + .72($15,000 + .05A) 
= $48,000 + $10,800 + .036A 
.964A = $58,800 
A = $60,995.85 


C = $15,000 + .05A 

$15,000 + (.05 X $60,995.85) 
$15,000 + $3,049.79 
$18,049.79 


$20,000 + .8C 
= $20,000 + (.8 X $18,049.79) 
= $20,000 + $14,439.83 


I we ll 


I 


B 


= $34,439.83 
First step—By successive approximations. 
Company C: 
Own net income.......... $15,000 $15,0003 %3$15,000.00 $15,000.00 
5% of Company A........ 1,500 2,994 3,049.79 3,049.79 
Wotalen ce. soko cen ana $16,500 $17,994 8 $18,049.79 $18,049.79 
Company B: = 
Own net income.......... $20,000 $20,000 S $20, 000 .00 
80% of Company C....... 13,200 14,39 % 14, 439 .83 
otal Were © tec gc $33,200 $34, 3953 & 3$34, 439 .83 
Company A: a) 
Own net income.......... $30,000 $30,000 $30, 000 .00 
90% of Company B....... 29,880 30,995 .85 
POtal epscss sete decttae & $59, 880 $60 , 995 .85 


Second step. The income apportionment is shown below. 


Apportionment of Net Income 


Consolidated net income: 


95%: 0f:360, 995. 85a. 2e. oc niece Recent oir nie ee rks ee $57 , 946 .06 
Minority interest in Company B: 

LOU Of $34;439 83: een tramps smuskeeesestere orukc races Atak eer ee 3,443 .98 
Minority interest in Company C: 

20% O08 DES OL9. 10s secmttens Roa it ite eae ees oar eee 3,609 .96 

il Koj t:) epee ane nan chest motores MaRS CON hee WE $65 , 000 .00 


**Treasury stock’? procedure. When a subsidiary holds 
stock of the parent company, the generally accepted procedure for 
the preparation of consolidated statements is: 


Make eliminations from the subsidiary’s investment account 
and from the parent’s Capital Stock and Retained Earnings 
accounts in the same way that eliminations are made in deal- 
ing with a parent’s investment in a subsidiary. Any excess of 
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cost over book value at acquisition, or vice versa, should be 
dealt with consistently. If the parent held the subsidiary 
stock before the subsidiary acquired the parent stock, the 
book value of the parent stock at the date of acquisition by the 
subsidiary should be determined on a consolidated basis; 
that is, it should be computed by the equity method. 
Retained earnings at the beginning of the statement period and 
the net income for the period should be apportioned between 
the controlling interest and the minority interest (if any) in 
the subsidiary by the simultaneous equation procedure or 
other equivalent procedures described on the preceding pages. 


Recently, the following alternative treatment, sometimes 
referred to as the “‘treasury stock”’ procedure, has been proposed; 
it is based on a theoretical assumption that, in effect, the acquisi- 
tion of the parent company’s stock was made by the parent 
company. 


Deduct the entire cost of the subsidiary’s investment in the 
parent stock in the consolidated Stockholders’ Equity section 
of the balance sheet. 

In the computation of a minority interest in the subsidiary, do 
not use the simultaneous equation (or other comparable) 
procedure; compute the minority interest in the retained 
earnings at the beginning of, and the net income during, the 
statement period on the basis of amounts resulting solely from 
the subsidiary’s own operations. 


This suggested alternative procedure has been accorded little, 
if any, acceptance. It is possible that, with the passage of time, it 
may be viewed with more favor. 


C.HtA PoE £' Ria WE Ney. STEM Evi 


Foreign Exchange 


Introductory comments. Foreign exchange is of interest and 
importance to: 


Banks and brokers dealing in foreign exchange. 

Business concerns exporting and importing merchandise, holding 
foreign investments, operating foreign branches or sub- 
sidiaries, or engaged in other activities involving receipts 
from, or remittances to, other countries. 


The accountant in the United States becomes involved with 
foreign exchange when he finds it necessary to express, in terms of 
dollars, data evaluated in terms of foreign monies. For this purpose, 
exchange rates, which measure the value of the currency of one 
country in terms of the currency of another country, are used to 
convert foreign-currency amounts into dollar equivalents. 

A variety of unusual and disturbing conditions have affected 
foreign exchange transactions for at least three decades. At the 
time this chapter is being written, varying degrees of confusion 
continue to prevail, and a return to conditions that in former times 
would have been described as normal is not foreseeable. 

The following brief comments are descriptive of present-day 
conditions. The gold standard has been abandoned; the transfer of 
funds between countries is often subject to strict governmental 
control; in many instances, nations limit or block the conversion of 
498 
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their money into foreign currencies. In many countries, exchange 
rates, instead of reflecting the influence of market forces, foreign 
trade, and the gold content of the monetary units, are fixed by 
governmental order. In some instances, such “‘official”’ exchange 
rates overvalue the local currency, with the result that black 
markets exist wherein foreign monies are exchanged for local 
money at rates different from those established by the government. 
Some countries have established several exchange rates, the 
appropriate rate depending on the nature of the transaction involv- 
ing their currencies and that of a foreign country. 


For example, suppose that an American corporation establishes 
a foreign branch and ships American-made goods to the 
branch, and that the branch sells such merchandise locally at 
a profit. Of course, the proceeds realized by the branch will be 
in the form of the local currency and not in United States 
dollars. The American corporation presumably will want 
to convert such sums into dollars. The foreign government 
may have established one exchange rate for purposes of set- 
tling merchandise shipments (imports of the country where the 
branch is located), and another—often a less favorable rate— 
for profit transfers. 


It is not uncommon to find situations where the official exchange 
rate is meaningless for all practical purposes because only limited 
sums are permitted to be transferred. And, finally, some foreign 
countries have prohibited all commerce with certain other nations. 
In extreme cases, assets owned by foreigners have been frozen or 
expropriated. 

As a result of the conditions described above, portions of the 
traditional subject matter with respect to foreign exchange seem 
less pertinent, and some of the traditional accounting procedures 
are no longer applicable, or, at least, their applicability is subject 
to question. Under prevailing conditions, when an accountant 
encounters a matter involving foreign exchange, he must familiarize 
himself with the special conditions and regulations surrounding 
foreign exchange as it affects the particular case under considera- 
tion and use his best judgment in the matter so that the financial 
statements affected will not be misleading. The authors believe, 
however, that a knowledge of traditional foreign exchange account- 
ing will help today’s accountant to interpret and handle the diverse 
foreign exchange problems currently existing. Therefore, the 
following paragraphs, except those concluding this chapter, are 
devoted generally to traditional concepts of foreign exchange 


accounting. 
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Exchange rates. Current exchange rates may be quoted 
directly or indirectly. 


Direct quotations are stated in the domestic currency. 


All quotations are now made on this basis in the United States. 
The rates state the value of the foreign unit in cents (or 
dollars) ; for example, the following rates are stated in cents: 


For English pounds: 280 .00 
For French francs: 20 .00 


Paris quotes pounds and dollars directly; the rates state the 
value of the foreign unit in francs; thus, for example: 


For pounds: 14.00 
For dollars: 5.00 


Indirect quotations are stated in the foreign currency. 


London quotes francs and dollars indirectly, that is, in terms 
of francs and dollars per pound; thus, for example: 


For francs: 14.00 
For dollars: 2.80 


Current rates differ according to the nature of the exchange; 
that is, rates for cable transfers are higher than those for checks, 
and rates for checks are higher than those for time drafts. For 
simplicity of presentation, however, we shall give only minor 
consideration to these differences in the following discussion of 
accounting procedures. 

Foreign purchases. An American importer, buying goods 
abroad, may be billed in dollars or in the foreign currency. If the 
American importer is billed in dollars, the foreign exporter will 
make the gain or bear the loss resulting from any fluctuation in 
exchange rates between the date of purchase and the date of 
settlement. For, if an American importer purchases goods billed 
to him at $1,000, no fluctuation in exchange can cause him to remit 
more or less than $1,000 in settlement; any fluctuations in exchange 
rates will affect the amount of foreign money which the exporter 
will obtain from the $1,000 payment. 

But if the importer is billed in terms of foreign currency, the 
fluctuations in exchange rates will affect the settlement. To illus- 
trate, assume that a Chicago merchant purchases goods from a 
London manufacturer billed to him at £1,000. The rate for pounds 
on the date of purchase is 2.80. The entry for the purchase will be: 
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When the entry is posted to the London manufacturer’s account, 
a notation will have to be made of the amount of the bill in pounds, 
oe account may be kept with pound and dollar columns on both 
sides. 

If, at the date of settlement, the rate is 2.78, a draft for £1,000 
will cost $2,780, and the entry to record the settlement will be 
as follows: 


Accounts payable (London manufacturer).................. 2,800 
CRSHN, AE eh” Te: SO EL Pe eel pec tee. 2,780 
Hxehen ges (or,Purchases)A cays ela re coke lite 20 


On the other hand, if the rate at the date of settlement is 2.81, 
the entry to record the settlement will be: 


Accounts payable (London manufacturer).................. 2,800 
xchange (oOrsPurchases) 7 08 ete eee ee ee 10 
CABLE APT: SON all Oe (hd Marea cies 2 Tor ae epee tee, Pete 2,810 


If the Chicago merchant desires to protect himself against 
speculative risks from exchange fluctuations, he may, at the time 
of purchasing the goods, buy future exchange on London, the 
delivery of the future to be made to him at the date when he will 
require it for the settlement of his invoice. 

Foreign sales. An American selling goods abroad may bill in 
dollars or in foreign currency. If the American bills in dollars, the 
foreign purchaser will make the gain or bear the loss resulting from 
any exchange fluctuation. If the American bills in the foreign 
currency, he will make the gain or bear the loss. To illustrate, 
assume that a Chicago manufacturer sells a bill of goods to a 
London merchant for £1,000. The rate at the date of sale is 2.80, 
and the sale is recorded as follows: 


Seg en i ais hes, ee Pie vce sok ER Re re ened 2,800 


A memorandum of the pound amount may be made in the 
London merchant’s account on the Chicago manufacturer’s books, 
or this account may be kept in both pounds and dollars. 

If the rate is 2.81 when the Chicago manufacturer receives the 
London merchant’s draft for £1,000, the Chicago manufacturer’s 
bank will pay $2,810 for the draft, and the entry will be: 


Cashin in) AMIS LEM, ec Ged ee ae ots eae.) stele 2,810 
Accounts receivable (London merchant)............... 2,800 
Tht nays (Oe eC okanoce oenoronseehe apumdre Sone ae 10 
If the rate at settlement time is 2.78, the entry will be: 
Git. <r eee ee A eee a 2,780 
Brouarive (Of Dales) c. por nue ae Oe ee hs Oa gis 20 


Accounts receivable (London merchant).............:. 2,800 
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If the Chicago manufacturer who sells goods and bills them in 
pounds wishes to protect himself against exchange fluctuations, he 
may sell future exchange on London for £1,000 for delivery at the 
date when he expects to receive the draft for £1,000. 

Foreign branches. The methods of accounting for foreign 
branches are similar to the methods described in the chapter on 
domestic branches; but the problem is complicated by the fact 
that the home office books are kept in terms of the domestic 
currency whereas the branch books are kept in terms of the 
foreign currency. There are additional complications, of course, 
when the whole matter of foreign exchange is subject to the condi- 
tions noted in the introductory paragraphs of this chapter. Some 
mention will be made later of certain accounting problems asso- 
ciated with currently prevailing conditions. 

Illustration. The following transactions form the basis of the 
Ulustration: 


(1) The home office, in Chicago, opens a London branch, send- 
ing it a draft for £1,000, which the home office purchases 
when the rate is 2.78. 

(2) The home office sends the branch a draft for $1,400. When 
the branch receives this draft and deposits it, the rate is 
2.80; the London bank therefore credits the branch with 
£500. 

(3) The home office sends to the branch goods valued at 
$27,900, which is cost. The shipment is made when the 
exchange rate is 2.79, and the goods are therefore taken 
up on the branch books at £10,000. 

(4) Purchases on account, made by the branch in England, 
£3,000. 

(5) Sales on account, £16,000. 

(6) Collections on account, £15,000. 

(7) Payment made to creditors on account of above purchases, 
£2,500. 

(8) Expenses paid, £2,000. 

(9) The branch sends the home office a draft for £5,000, which 
the home office sells at 2.79, thereby realizing $13,950. 

(10) The branch sends the home office a draft for $16,680, which 
it purchased at 2.78, the cost being £6,000. 


The branch inventory at the end of the year, stated at cost, is 
£2,000. 

Entries during the period. Entries for transactions which 
are recorded only on the branch books present no new features and 
no difficulties. Reference to the following illustrative entries will 
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show that transactions 4, 5, 6, 7, and 8, which appear on the branch 
books only, are recorded in the manner described in the chapter 
on domestic branches; the entries are recorded in the foreign 
currency only, and the problem of conversion to domestic currency 
does not arise. 

When cash is sent from the home office to the branch, the home 
office records the dollar cost of the remittance, and the branch 
records the pounds received. In transaction 1, the home office buys 
a £1,000 draft for 2.78. The cost is therefore $2,780, and the remit- 
tance is recorded on the home office books at this figure and is taken 
up on the branch books at £1,000. In transaction 2, the home 
office sends a draft for $1,400, and the branch records the receipt 
of the funds at the number of pounds received when the draft 
is deposited. Thus, in the first transaction, the rate at the date of 
purchase governs the conversion; in the second transaction, the rate 
at the date of deposit by the branch governs the conversion. 


Branch Books Home Office Books 


(Ci). LORE ch paren a aca ieee £ 1,000 Remittances to branch $ 2,780 
Remittances from! Gashastinte ate $ 2,780 
home office...... £ 1,000 


(G2) (CEC ae eee 500 Remittances to branch 1,400 
Remittances from Cashier sts ete 1,400 
home office...... 500 


(3) Shipments from home Branch current....... 27,900 
OfHCE 2 ntterscea cs 10,000 Shipments to branch 27,900 


Home office current 10,000 


babar chases: ... <5. «5. 3,000 
Accounts payable. . 3,000 


(5) Accounts receivable.. 16,000 
Sales Serta. Gls. 16,000 


(GRC ESD. jotyseree Siete lee 15,000 
Accounts receivable 15,000 


(7) Accounts payable.... 2,500 
Gash: see eater 0 2,500 


(S)p Expenses toe-icime alae 2,000 
Cashtt ome oe oe 2,000 


(9) Remittances to home Cash.......-....-++: 13,950 
ONCE. fe one 5,000 Remittances from 


Os aes 6.5 pee 5,000 branchaeseccee a 13,950 


(10) Remittances to home Cash. eee 16,680 
ONiile ace COMO 6, 000 Remittances from 


Gash apc cyomas sictoks 6, 000 branch 45sec 16, 680 


It should be noted that, in the illustrative entries, the home 
office debits Remittances to Branch, instead of debiting the Branch 
Current account; and the branch credits Remittances from Home 
Office instead of crediting the Home Office Current account. These 
entries are made so that reciprocal accounts on the two books will 
show the value, in dollars and in pounds, of funds sent from the 


504 FOREIGN EXCHANGE Ch. 27 


home office to the branch. These reciprocal accounts will be found 
useful when the branch trial balance is converted into domestic 
currency at the end of the period. _ 

The goods sent by the home office to the branch (transaction 3) 
are credited by the home office to Shipments to Branch at cost, 
and are taken up on the branch books at the current exchange value 
at the date of shipment or date of arrival, depending on the 
accounting policy adopted by the company. 

Cash remittances from the branch to the home office are illus- 
trated by the last two transactions. In (9), the branch buys a £5,000 
draft, and the dollar value is determined when the home office sells 
it. In (10), the branch buys a draft for $16,680, paying for it at the 
rate of 2.78, the pound and dollar values both being known at the 
date of purchase. It should be noted that the branch charges 
Remittances to Home Office instead of the Home Office Current 
account, and the home office credits Remittances from Branch 
instead of Branch Current, for the purpose of providing reciprocal 
accounts showing the dollar and pound values of the remittances. 

Branch closing and statements. At the close of the account- 
ing period, the branch takes the trial balance shown below. 


COAST ae theese ene Peet ORNS crear tee eens tee ee £ 1,000 
ACCOUNTS TECEIV AD EM eae hn. td woo. oe 1,000 
Remittancesttosome Omnicom >... 5s sie ee 11,000 
Accounts payable mseeer. tee tence wile near eectee x 500 
Remittances: trom NomesOlnce wees ater 1,500 
Home: office: current@ er ane <0 ets ants eee 10,000 
ee Cay eM ORG UOC I. a Hn OCG ik MCA eee ee cE 16,000 
Shipments from home ofiice. a... noe =) 205,000 
PULrGDABES ate Ne here ne eee ee ee ee ea 3,000 
EXpenises ie handn is Hees emis, Cao a a a ee 2,000 


£28,000 £28,000 
Inventory—£2,000. 


The branch then closes its books and prepares statements. 


Reventie and: expense... heen sas ols Fv a ee £15,000 
Shipments from home office..................... £10,000 
Purchasesiu, cikgawceres tess ieee rom mrete 4 aieaat 3,000 
EXDONSGS)s isa chines Men is. crate chee eee aa 2,000 

DTV ONCOL iy sssu6; sds Hee Mio ate RAND oia ses ie RE 2,000 

a yc Pi thi ct ape yo ilk UL cc Ad prea ced Dan 16,000 
Revenuejand ex pencer aacisteo keene ee sien, cee 18,000 

Revenue) and iexperseyrs deceeheate wt ecuseah earn 3,000 
Home: oficevcurrentrmscnamre = oe ee eee 3,000 

15 Ko MLW IARI bn om obo Sone Duos Goes ee ee be wb 11,000 : 
Remittances to home office...................... 11,000 

Remittances from home office........................ 1,500 


Honie office ‘currents: 25 AN So a a ee 1,500 
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Branch Income Statement 
For the Year Ended December 31, 196- 


SOR OR eee 8 sie ce SE AALS Ra ne oe EON A cdot ere om, £16,000 
Deduct cost of goods sold: 
Shipments from home office... .....22..0505...7.. £10,000 
Purchases aaa hectare eae. tee 3,000 
INDIA Oe erates Mere ee eee eee eee te ee er ae ee £13,000 
Deduct inventory—December 31................... 2,000 11,000 
GTOSsiProlt ony SAlese sy ee kant to... lars aie eee eee £ 5,000 
Denueb expPCNses see en ean en, eee Rae, Semen wee 2,000 
Neti damennr hi-res ALU SA Pee a RE £ 3,000 
Statement of Home Office Current Account 
(On Branch Books) 
Remittances to home office.... £11,000 Shipments from home office... £10,000 
Balance, December 31........ 3,500 Remittances from home office. . 1,500 
INGDACOMe sre nett ett ae ee 3,000 
£14,500 £14,500 
Branch Balance Sheet 
December 31, 196- 
Assets Liabilities and Home Office Current 
NEGLT. She ROSS See eee £1,000 Accounts payable. ..... 4.4... £ 500 
Accounts receivable........... 1,000 Home office current........... 3,500 
IV eRUOLVED © al.) outer (hie. GY! 2,000 
£4,000 £4,000 


Conversion of branch trial balance. A foreign branch typi- 
cally sends to the home office copies of its trial balance, inventory, 
closing entries, income statement, transcript of the home office cur- 
rent account, and balance sheet. As the trial balance and inventory 
furnish the basis for all of the statements, the home office converts 
the trial balance and inventory from pounds to dollars, so that: 


(1) The net income can be taken up on the home office books. 
(2) The home office and branch financial statements can be 
combined. 


Under the old and long-established foreign exchange accounting 
procedures, the following rules came to be accepted as standard 
practice for making conversions from foreign to domestic currency: 


Current assets (including the final inventory and prepaid ex- 
penses) and current liabilities: at the rate which is current at 
the end of the period. This rate is used because it furnishes 
dollar amounts in reasonable conformity with our accounting 
rules governing the valuation of current assets and provides a 
good measure of the dollar amounts required to satisfy the 
short-term debts. 
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Fixed assets: at the rate which was current at the time when the 
assets were purchased. The reason for using this rate is dis- 
cussed in a later section of this chapter. 
Inventory at the beginning of the period: at the rate which was 
current at that date. This rate is used because, at the beginning 
of the period, the inventory was a current asset and was 
converted at the then current rate; as this inventory was the 
closing inventory in one statement and will be the opening 
inventory in the next statement, it should appear in the two 
statements at the same dollar value. 
Revenue and expense accounts: at an average rate for the period. 
This average rate may be determined in several ways: by 
averaging the daily rates for the year; by averaging twelve 
monthly rates; by using a weighted average which gives more 
importance to the rates prevailing during busy seasons than 
to the rates prevailing during slack seasons; or by dividing the 
balance of the home office account, Remittances from Branch 
(dollars), by the balance of the branch account, Remittances 
to Home Office (pounds), thus determining the average rate 
at which transfers were made to the home office. 
‘Reserves.’ The rate at which a reserve should be converted 
will depend on the nature of the reserve. If it represents a 
current liability, it should be converted at the current rate. 
If it is a valuation reserve set up against a current asset, such 
as the allowance for bad debts, it should be converted at the 
current rate, since the asset is converted at that rate. Accumu- 
lated depreciation should be converted at ‘the same rates as 
the fixed asset accounts. But since a fixed asset account may 
contain charges for purchases made at various dates (neces- 
sitating conversions at various rates), it is better to compute 
the dollar, or converted, balance of the contra account on a 
percentage basis. Thus, if the accumulated depreciation on the 
foreign books is 15% of the asset account balance, the contra 
account balance may be converted into dollars by multiplying 
the dollar value of the asset by 15%. 
Long-term liabilities: at the rate prevailing when the liability 
was contracted. 
Reciprocal accounts: at the dollar balances of the accounts on the 
home office books, without using any rate; thus: 
Remittances from Home Office, at the dollar balance of the 
home office account, Remittances to Branch. 

Remittances to Home Office, at the dollar balance of the home 
office account, Remittances from Branch. 

Shipments from Home Office, at the dollar balance of the home 
office account, Shipments to Branch. 
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Home Office Current account, at the dollar balance of the 
Branch Current account on the home office books. 


Some questions about the compatibility of the above conven- 
tional conversion rules with generally accepted principles of 
accounting will be raised later in the chapter. 

Trial balances of home office and branch. The trial 
balances of the home office and branch are shown in adjoining 
columns below. Columns are provided for the conversion of the 
branch trial balance into dollars. 


HOME OFFICE AND LONDON BRANCH 


Trial Balances 
December 31, 196- 


London London 
Home Office Branch Conversion Branch 
(Dollars) (Pounds) _ Symbols (Dollars) 
Cashews 4 20S 29,450 1,000 C 2,800 
Accounts receivable.. 23,000 1,000 C 2,800 
Inventory (Beginning) 8,000 
Branch current...... 27,900 
Remittancestobranch 4,180 
Remittances to home 
(CHIC sae eerie 11,000 R 30,630 
Accounts payable... . 6, 000 500 C 1,400 
Remittances from 
IOUANC Hs he eae ee s+ 30, 630 
Remittances from 
home office........ 1,500 R 4,180 
Home office current. . 10,000 R 27,900 
Capital stock........ 40,000 
Retained earnings... . 10,000 
PIeS ee ah biie. fixiis 3 S244 150, 000 16,000 A 44,640 
Shipments from home 
OLIGO sete co crosses 10,000 R 27,900 
Shipments to branch. 27,900 
IPURORASCH. <6 <0 oats 150,000 3,000 A 8,370 
HHISPCDSES 66 a6 ci ee ee 22,000 2,000 A 5,580 
264,530 264,530 28,000 28,000 78,080 78,120 
Exchange adjustment. 40 


78,120 78, 120 


Inventory—December 
2 10,000 2,000 C 5, 600 


Conversion symbols: 
C—Current rate: 2.80. 
A—Average rate: 2.79. 
R—Balance in reciprocal account on home office books. 


The branch trial balance, stated in pounds, will balance when 
sent by the branch to the home office, but it will not balance after 
the home office has converted the amounts into dollars, because 
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the items will have been converted at different rates. Therefore, an 
adjusting figure must be entered on the smaller side of the branch 
trial balance after conversion. This adjustment is supposed to 
measure the gain or the loss due to exchange fluctuations. If the 
figure must be entered on the debit side of the branch trial balance, 
it is a loss; if it must be entered on the credit side of the trial 
balance, it is a gain. The exchange adjustment will be discussed 
further on pages 510 to 512. 

Separate and combined statements in dollars. Branch 
financial statements in dollars may be prepared from the converted 
trial balance of the branch, as illustrated below. 


Branch Income Statement 
For the Year Ended December 31, 196- 


ot) (=: Ed Md SE MMe lhe rel Nace bb abate Oat Met oto, Ami se ohcant $44, 640 
Deduct cost of goods sold: 

Shipmentsfromshomecotliceeees: 1.1 es wenn vera e $27 , 900 

IPUTGHASeS Bless <<. o1. LER Oe uc Re se 8,370 

POtaley he typi eee he Oe RR eet ee ee $36,270 

Deduct inventory—December 31................... 5,600 30,670 
Gross profit on sales 4, uti ca a. Means teat one eee ee eee $13,970 
Deduct: 

EX PONSES dyn spit ites, ORC RENE ie oe es Nin ae $ 5,580 

xchange erad justin entrar mete ete rn eee eee 40 5,620 
Netcimcomie Shore k ., 3 Meee eh Oke Cea ee ene ene roel. rN ae $ 8,350 


If combined statements are desired, they may be prepared from 
working papers of the type illustrated in Chapter 16 on ‘‘Home 
Office and Branch Accounting.” Such working papers for the 
present illustration are shown on page 509. : 

Entries on the home office books. An entry is required at 
year end on the home office books to take up the branch net income 
or loss. In the illustration being used, the entry is as follows: 


Branch current'2.. .. ik es nae tas eer Re Ce ee eee 8,350 
Branch netin come: orilocswrn esenecn ena een ae 8,350 


Also, the balances in the remittances accounts are transferred at 
year end to the Branch Current account. 


Bramohr Current) cet iccuckagn ees Gea ca ae eee 4,180 
Remittances to Tangle. ce ec erate entree een 4,180 
Remittances! ron O rane line ware acme ae eer ee 30, 630 
Branch current:..24.8 tate Sent eee, oe ee 30,630 


After these entries are posted, the Branch Current account will be: 


Branch Current 


Shipments to branch........... 27,900 | Remittances from branch....... 30, 630 
Branch net income............ 8,350 
Remittances to branch......... 4,180 


(Continued on page 510.) 
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The balance in the Branch Current account is $9,800, which 
agrees with the net assets held by the London branch, stated in 
dollars. 


Accountssrecelvialb lems unr ieee ae ne eee 2,800 
IN VONCOLY. jiccca Sek hk on Ge ek ee ee er 5,600 $11,200 


Liabilities: 
Accounts payablecc.. vse katrect se eee e ee en ee ee eae 1,400 


ING GHASSEES! 5 5c TR See oc 6 sackeccotees o canoe see ener oe areca a ee $ 9,800 


The year-end closing entries on the home office books will follow 
the pattern for closing entries shown in the chapter on ‘‘ Home 
Office and Branch Accounting.” In the closing process, the Branch 
Net Income or Loss account will be closed to Revenue and Expense. 

Foreign exchange gain or loss. Foreign exchange gains or 
losses may be classified as follows: 


(1) Those arising from the exchange of one type of money for 
another in order to settle an obligation or collect a debt. 
Transactions of this type were illustrated on page 501, 
where an American importer settled an obligation billed 
in terms of a foreign currency. Depending on the movement 
of the rate of exchange, it was shown that a gain or a loss 
might occur. Conditions resulting in a gain of $20 or a 

loss of $10 were illustrated. 

(2) Those arising from the conversion into dollars of a trial 
balance (or financial statements) stated in a foreign 
money. 

This was illustrated on page 507, where the home office 
converted the trial balance of its London branch into 
dollars with a resulting exchange loss of $40. 


The attitude of the accountant regarding gains or losses resulting 
from the movement of foreign exchange rates is not entirely logical 
or easy to explain. There are numerous practices and opinions in 
this area. It is generally agreed, however, that it is desirable to 
disclose foreign exchange gains or losses, in order that the results 
of foreign operations can be more effectively judged. For example, 
consider whether the following two cases, showing equal net income 
results from the activities of a foreign branch, are in fact identical. 


INet income: from) opera tone. nite en te eee $10,000 $3,000 
Exchange adjustment: 

i Do). eee eR Mee mC aterk ery Cece aces cho 5 GalMo! ations othe os Wily ul 4,000 

Gain e.6 re Be Be ie 3,000 


Net: INCOME... 5. sac ccs deo eter eo Or na $ 6,000 $6,000 
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Accountants and businessmen prefer to know the extent of the 
influence that the movement of foreign exchange rates has had on 
the net result of foreign business activities. Gains or losses attribut- 
able to exchange rate fluctuations are less within the control of 
those managing foreign business operations than are other items 
of income and expense associated with such ventures. 

One of the principal reasons for the current state of affairs 
regarding the accounting for foreign exchange gains or losses is 
that accountants are inclined to consider those classified above as 
type 1 as realized gains or losses, while those classified as type 2 are 
considered to be unrealized. The uncertainties surrounding con- 
vertibility of foreign currency in recent decades have contributed 
greatly to this interpretation. Also, the known fact that in many 
cases the net current assets held by foreign branches or subsidiaries 
are needed to carry on their operations and are not available for 
conversion into dollars, even if such transfer could be achieved 
routinely, has influenced the accountant. He has reasoned that 
any gains which seem to have been made by favorable fluctuations 
during one year may be offset by losses from unfavorable fluctua- 
tions in a succeeding year. 

In the matter of income determination, realization is an impor- 
tant test or prerequisite. Furthermore, accountants are inclined 
toward conservatism in the face of uncertainties. It is likely that 
such reasoning and attitudes have been the basis for the well- 
established practice of deferring gains resulting from the conversion 
of account balances by crediting them to a reserve, with the 
understanding that any balance in such reserve can be used to 
absorb future unrealized losses. However, if no credit balance 
exists, losses, even though they are considered as being unrealized, 
should not be postponed but should be recognized immediately as 
an expense. If such losses, whether realized or unrealized, are 
unusually large in any given year, and particularly if they are the 
result of some abnormal event such as a currency devaluation, con- 
sideration may be given to charging the loss directly to Retained 
Earnings. 

Although there is a preponderance of support for the practices 
just described, there are well-known authorities who contend that 
both unrealized losses and unrealized gains from foreign exchange 
fluctuations should be deferred.* In contrast, there is support for 
the position that neither should be deferred. Also, the validity or 
logic of the distinction commonly made between realized and 


* Perry Mason takes this position in his dissent to Chapter 12 of Bulletin 43 of 
the Committee on Accounting Procedure, 
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unrealized in connection with foreign exchange gains and losses 
has been forcefully challenged.* In short, there is so much 
diversity of practice and opinion, and there are so many variations 
in the methods used by governments to control exchange rates and 
convertibility of currencies, that the professional accountant must 
weigh the relative merits of all methods that might be applicable 
to each case and, as noted earlier, use his best judgment in the 
matter so that the financial statements affected will not be mis- 
leading. It is clear, however, that full disclosure is required. 

Because it is desirable to have a basis for homework solutions, 
and because the authors believe the practice is acceptable, the 
illustrations and solutions will make no distinction between realized 
and unrealized gains or losses from exchange fluctuations and will 
defer neither. 

Branch fixed assets. As noted earlier, it is customary to 
convert fixed assets carried on the branch books by using the 
exchange rate prevailing at the time such fixed assets were acquired. 
In this way, the dollar figures for branch fixed assets are not sub- 
ject to fluctuations caused by changes in exchange rates. If current 
exchange rates were used, and if such rates were higher or lower 
than the rates prevailing at the dates of acquisition of the fixed 
assets, the assets would, in effect, be written up or down as a result 
of exchange rate fluctuations. Such periodic revision of branch 
fixed assets in terms of dollars is not consistent with the con- 
ventional cost basis of accounting for fixed assets. 

Since branch fixed assets should be converted at the rates which 
prevailed at the dates of acquisition, it is necessary to provide some 
accounting method by which the dollar equivalent of foreign 
currency expenditures for fixed assets can be easily ascertained. 
For, if expenditures for branch fixed assets are made frequently, 
many different rates will be applicable because of different acquisi- 
tion dates, and each rate will apply to only a portion of the fixed 
asset account. 

If the fixed asset accounts are kept on the branch books, two 
money columns should appear on each side. Expenditures made by 
the branch should be charged to the account in pounds, with a 
memorandum in the inner, or dollar, column, showing the dollar 
value of the pounds spent. If fixed assets are purchased by the 
home office and sent to the branch, the home office should charge 
the Branch Current account with the dollars spent and notify the 
branch of the equivalent pound and dollar values at the date the 


* See Chapter III of Reporting Foreign Operations by 8S. R. Hepworth. (Ann Arbor, 
Michigan: Bureau of Business Research, University of Michigan, 1956.) 
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expenditure was made. The branch will then debit the fixed asset 
accounts at both the dollar and pound values and credit the Home 
Office Current account at the pound value. The fixed asset account 
will thus show the dollar cost of the fixed assets, as well as the 
pound cost; and the dollar cost thus shown will be used when the 
branch trial balance is converted into dollars. 

The problems of conversion can be simplified somewhat by 
carrying the branch fixed assets in dollars on the home office books. 
If this practice is followed, any expenditure made by the branch for 
fixed assets will be charged to the Home Office Current account in 
pounds. The branch will notify the home office of the expenditure 
and of the rate prevailing at the date of the expenditure, and the 
home office will debit branch fixed assets (in properly classified 
accounts) and credit the Branch Current account at the dollar 
value obtained by converting at the stated rate. Any expenditures 
made by the home office will be charged to the branch fixed asset 
accounts on the home office books. 

When the fixed assets are carried on the home office books, the 
depreciation entry will be made on the home office books. After 
taking up the net income as shown by the branch, the home office 
should make an entry debiting Branch Net Income or Loss and 
crediting Depreciation Expense. Expenses incurred by the home 
office for the benefit of the branch operations may be similarly 
handled. 

The foreign subsidiary. Foreign operations frequently are 
conducted by subsidiaries incorporated under the laws of a foreign 
country. In such instances, the parent company should charge the 
Investment in Foreign Subsidiary account with the dollar cost of 
the stock. If the parent elects to use the equity method of account- 
ing for its investment in the foreign subsidiary, it will debit the 
investment account with the parent’s share of the subsidiary 
earnings, and credit the investment account with the dollar 
proceeds of drafts received as dividends. When the accounts are 
converted, the subsidiary Capital Stock account should be con- 
verted by using the rate which was current when the investment 
was made by the parent company, and the subsidiary Retained 
Earnings account as shown by the trial balance should be stated 
at the dollar amount shown for the retained earnings of the sub- 
sidiary at the close of the preceding year. In all probability, an 
exchange adjustment will result from the conversion. If an Ex- 
change account appears on either the parent’s or subsidiary’s books 
as a result of transfers during the year, the exchange adjustment 
can be assigned to such Exchange account when consolidated 


statements are being prepared. 


516 


FOREIGN EXCHANGE 
LONDON COMPANY 
Trial Balance—December 31, 1960 
Pounds Symbols 
OR eet MR MEET ene e ae 9,000 C 
Accounts receivable........... 3,000 C 
Inventory—December 31, 1959 7,000 F 
Landadiniencnd see gi tree 1,000 B 
Building. 4.0.5 babe ea 6,000 B 
Accumulated depreciation..... 720 E 
Accounts payable (United States 
Company, invitees ahem: 13,900 B 
Capital stocks: sauce eee 10,000 I 
Retained earnings............ 3,520 H 
Dividend Masten sees tone 2,000 G 
Sales.ayd chee ane bet ieee ee 30,000 A 
Burchases\s.4 yc cate oe 27, 800 D 
FUXPCUSCS sere ae Loe ete 2,000 A 
Depreciation expense.......... 240 E 
Exchange jiceiaiwe sceneries 100 A 
58,140 58,140 
Exchange adjustment......... 
Inventory—December 31, 1960 10,000 C 


Conversion symbols: 
A—Average rate for year: 2.79. 


Ch. 27 


Dollars 
25 , 020 
8,340 
19,670 
2,800 
16,800 
2,016 
38,920 
28,000 
9,950 
5,550 
83 , 700 
77,840 
5,580 
672 
279 
162,551 162,586 
35 


162,586 162,586 
27,800 


B—Dollar balance shown in dollar memorandum column on London 


Company’s books. 


C—Current rate on December 31, 1960: 2.78. 
D—Intercompany sales, per parent company’s records. 
E—Per cents of pound balances to pound asset balance (12% and 4%) 


applied to dollar balances. 


F—Current rate on December 31 one year ago: 2.81. 
G—Amount credited to Dividend from Subsidiary on parent company’s 


books. 


H—Dollar amount shown at close of preceding year. 
I—Dollar balance shown in investment account on parent company’s 


books. 
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PRINCIPIOS GENERALES DE LA CONTRATACION INTERNACIONAL Y PRINCIPIOS DE UNIDROIT 


perfecciona el contrato, como consagra el articulo 2.1.4. Empero, no procede la 
revocatoria si en la oferta se indica, al sefialarse un plazo fijo para la aceptacién 
0 de otro modo, que es irrevocable o si el destinatario pudo razonablemente 
considerar que la oferta era irrevocable y haya actuado en consonancia con dicha 
consideracién. 


La oferta se extingue cuando el destinatario hace manifestacién de rechazo y 
ésta llega al oferente, como dice el articulo 2.1.5. 


Segun el mandato del articulo 2.1.6, la aceptacion de la oferta puede consistir 
en una declaracién o cualquier acto del destinatario que indique asentimiento, 
es decir, debe apreciarse una voluntad vinculante; por eso el silencio o la 
inacciOn, por si solos, no constituyen aceptacion. Pero si por virtud de la oferta, 
o de las practicas que las partes hayan establecido entre ellas 0 de los usos, el 
destinatario puede indicar su asentimiento ejecutando un acto sin notificacién 
al oferente, surte efecto la aceptacién. Y como regla de innegable y obvio 
contenido: la aceptacién surte efecto siempre y cuando la indicacién del 
asentimiento llega al oferente. 


El plazo de aceptacion puede ser fijado, sin embargo, si se diere un vactio por 
falta de sefialamiento que se suple por el que sea razonable, teniendo en cuenta 
las circunstancias, incluso la rapidez de los medios de comunicacion empleados 
por el oferente. El plazo en todo caso comienza a correr desde el momento que 
se expide o envia la oferta, entendiéndose que la fecha que indique la oferta es la 
de la expedicidn, salvo que las circunstancias indiquen otra cosa. Estas dos 
situaciones estan recogidas en los articulos 2.1.7 y 2.1.8. 


La tardia aceptacion en principio no se tiene como convenida. Empero, surtira 
efectos como aceptacion si el oferente sin demora justificada, informa de ello al 
destinatario o lo notifica en tal sentido (articulo 2.1 aD). 


También puede ocurrir que el destinatario retire la aceptacion 0 sea que recoja 
su voluntad, si llega antes 0 al mismo tiempo que la aceptacion haya producido 
efecto, como previene el articulo 2.1.10. El retiro de la aceptacidn significa que 
no se crea el vinculo juridico que la oferta propone. 


La contraoferta, clausulado comun con la Convencién de Viena sobre la 
compraventa internacional de mercaderias, se entiende, con el articulo 2.1.] l, 
cuando el destinatario hace manifestacién de aceptacion pero al mismo tiempo 
incluye adiciones, limitaciones u otras modificaciones que hacen suponer que es 
un rechazo de la oferta. Tal vez marca diferencia en los dos estatutos la no 
inclusion de la nocién del caracter de invitacion y no de oferta cuando ésta no se 
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dirige a persona determinada de que trata la Convencion. Sin embargo, habria 
que reconocer, para todas las situaciones similares en la contratacion internacional, 
que este criterio también es aplicable. 


En el Capitulo de la Formacion de los Principios Unidroit se regulan otros 
aspectos que guardan relacion con el contrato celebrado 0 mejor con la aceptacion 
0 el perfeccionamiento del contrato, a saber: 


1. Si dentro de un plazo razonable con posterioridad al perfeccionamiento 
del contrato fuese enviado escrito que pretenda constituirse en confirmacion de 
aquel y contuviere términos adicionales o diferentes, éstos pasaran a integrar el 
contrato a menos que lo alteren sustancialmente o que el destinatario, sin demora 
justificada, objete tales discrepancias (articulo 2.1.12). 


2. El contrato condicionado a acuerdos especificos o al cumplimiento de 
requisitos formales no se entendera perfeccionado sino una vez que se haya 
logrado un arreglo sobre los asuntos especificos o se celebre bajo una forma 
determinada (articulo 2.1.13). 


3. Si las partes han tenido el propdsito de celebrar un contrato y dejan 
estipulaciones deliberadamente pendientes a negociaciones ulteriores 0 su 
determinacion por un tercero, esas situaciones no impediran su celebracion. 
Tampoco se vera afectada la existencia del contrato por el hecho de que las 
partes no se pongan de acuerdo acerca de dicho término o el tercero no lo 
determine, siempre y cuando haya algun motivo razonable para determinarlo, 
teniendo en cuenta las circunstancias y la comun intencion de las partes (articulo 
2.1.14). 


Del mismo modo, se aprecia otro grupo de clausulas en la Seccion de la 
Formaci6n, que necesariamente no se relaciona con la oferta: 


a. La que gira en torno a la libertad para negociar, ubicada en el campo de 

la buena fe, pues se califica y sanciona expresamente como un proceder de 

«mala fe cuando una de las partes negocia o interrumpe las negociaciones, con 

el deber de indemnizar el dafio que se cause por ese comportamiento (articulo 
ZAelS): 


b. La que trata del deber de confidencialidad de la informacion que se 
suministre con ese caracter durante las negociaciones y por ende no puede ser 
revelada ni utilizada injustificadamente en provecho propio, 
independientemente de que con posterioridad se perfeccione 0 no el contrato 
(articulo 2.1.16). 
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Exclusion of foreign accounts. As a general rule, the ac- 
counts of a foreign branch or subsidiary should not be combined 
with those of the home office or parent if normal operating rela- 
tions have been disrupted because of war or other conditions, or if 
exchange restrictions are such that there is considerable unlike- 
lihood that any portion of current earnings or amounts due for 
current shipments can be converted into United States dollars. 

This general question received attention by the Committee on 
Accounting Procedure in Chapter 12 of Bulletin 48, where the 
following suggestion was offered: ‘‘A sound procedure for United 
States companies to follow is to show earnings from foreign opera- 
tions in their own accounts only to the extent that funds have been 
received in the United States or unrestricted funds are available 
for transmission thereto.’”’? As the committee realized, the above 
suggestion could create misleading financial statements unless 
coupled with the requirement that provision should be made also 
for ‘‘known losses”’ from foreign investments or foreign operations. 
In other words, the position shown should not be made better by 
the omission of foreign results. 

Disclosure. Opinions regarding ‘‘known losses”’ and prospects 
for release of blocked or restricted funds may honestly differ. 
Under these circumstances, disclosure is of paramount importance. 
In Bulletin No. 438, the Committee on Accounting Procedure 
detailed several procedures for providing adequate disclosure of 
information relating to foreign subsidiaries. The suggestions appear 
to be equally pertinent for foreign branches not separately in- 
corporated. The suggestions are paraphrased below to apply to 
both subsidiaries and branches. 


(a) Exclude accounting data on foreign operations from regular 
financial statements and, as to foreign operations, present 
a summary in suitable form of the assets and liabilities, 
and the revenues and expenses for the year. 

(b) Combine the domestic and foreign accounting data as 
customary and furnish in addition the summary described 
in (a). 

(c) Present combined statements and statements accounting for 
domestic affairs only. 


If the income statement of a foreign subsidiary is consolidated 
with that of the parent company, consideration should be given to 
any tax which the foreign government or the United States 
government might levy on the transfer of earnings to the parent 
company. Provision should be made for such taxes if material, or a 
footnote should state that no provision has been made. The absence 
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of such a provision may be warranted if transfers of earnings are 
not contemplated because they have been invested permanently in 
foreign assets, or for other reasons. 

Losses from devaluation. Losses resulting from currency 
devaluation are the product of governmental action and therefore 
should be distinguished from losses resulting from normal fluctua- 
tions in exchange rates. As a result of a number of currency 
devaluations after World War II, the Research Department of the 
American Institute of Certified Public Accountants issued a state- 
ment on ‘‘Accounting Problems Arising from Devaluation of 
Foreign Currencies.”’ The position taken in that release, since 
incorporated into Bulletin 43, is stated as follows: 


“While the possibility of losses from currency devaluation may 
ordinarily be considered to be a risk inherent in the conduct of 
business in foreign countries, the world-wide scope and unprece- 
dented magnitude of devaluations that have occurred in recent 
years are such that they cannot be regarded as recurrent hazards 
of business. Accordingly, exchange adjustments arising from such 
extraordinary developments, if so material in amount that their 
inclusion in the income statement would impair the significance of 
net income to an extent that misleading inferences might be drawn 
therefrom, appear to be of such nature that they might ap- 
propriately be charged to surplus.”’ 


Modifications in standard conversion practices. A sizable 
devaluation of foreign currencies creates special conversion prob- 
lems for the current and subsequent years’ financial statements. 
For instance, with respect to long-term liabilities, the standard 
practice for making conversions from foreign to domestic currency 
was to use the rate of exchange prevailing when the liability was 
contracted. However, since the long-term liabilities will be settled 
by the use of post-devaluation currency, it would appear logical to 
translate the long-term liabilities at a post-devaluation rate. This 
will reduce the over-all loss from devaluation. In a sense, long-term 
liabilities act as a hedge against currency devaluation. 

As noted earlier, balances in revenue and expense accounts are 
customarily converted at an average rate. If the devaluation is 
substantial, there is some question whether an average exchange 
rate for the period is appropriate for converting revenue and 
expense accounts. Even a weighted average may produce less 
realistic results than if pre-devaluation rates are ignored and the 
average is based entirely on post-devaluation rates. In extreme 
cases, the accountant should consider preparing cut-off statements 
as of the devaluation date. However, generalizations in this matter 
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are of doubtful validity. Each case must be decided by considering 
all of the facts surrounding the particular set of circumstances. 

As mentioned earlier, the existence of ‘‘official”’ rates of exchange 
and governmental limitations on the amount of dollar conversions 
have created black markets in foreign currencies in many countries. 
Under these conditions, the question may arise whether black 
market rates may be used for accounting statement purposes in 
converting foreign sums into dollar equivalents. Accountants 
generally do not recommend the use of black market rates for 
two reasons: 


(1) Most black markets deal in sums that are relatively 
insignificant. 

(2) Moreover, black market rates have no legal recognition, and 
as a general rule business corporations are not interested 
in resorting to illegal methods in the conduct of any phase 
of their foreign operations. 


A distinction should be made, however, between official rates, 
black market rates, and free market rates. Free market rates are 
legal rates; their use for converting foreign sums into United States 
dollars for accounting statement purposes may be appropriate 
under certain circumstances. For example, a foreign government 
may prescribe that official rates must be used in the settlement of 
all obligations arising from imports, but may permit the conversion 
of local currency into United States dollars in a free market at a 
rate not controlled or set by the government, provided that the 
local currency was acquired from certain specified sources. The 
net income of a foreign subsidiary might be one such source, and 
the conversion of local currency in an amount equal to the net 
income might be permitted at the free market rate. 

Some conventional conversion procedures challenged. In 
a recent monograph* the conversion rates traditionally used in 
converting inventories, prepaid expenses, and long-term liabilities 
into dollars were challenged. Instead of treating all current assets 
as belonging in a single class of items which can properly be 
converted by the use of the rate which is current at the end of the 
period, Professor Hepworth recommends that current assets be 
separated into two classes, namely, money-value items and cost- 
outlay items. The argument is made that the current rate should 
be applied only to money-value items (for example, cash and 
receivables). For cost-outlay items (inventories and prepaid 


* Hepworth, op. ci. 
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expenses), the use of exchange rates which will produce the equiva- 
lent of the original dollar cost is advocated. 

In support of this plan, Professor Hepworth cites the case of 
dollar-origin inventory. To illustrate, assume that the United 
States home office ships goods costing $77,840 to its London branch 
when the exchange rate is 2.78. The London branch would record 
the shipment at £28,000. If one-half of the shipment is unsold at 
year end, the branch would report the ending inventory as £14,000. 

Assume further that the current rate at year end is 2.80. The 
use of 2.80, the traditional procedure, will convert the inventory to 
$39,200. This is above the dollar cost of the inventory, which 
amounts to $38,920 ($77,840 + 2). This results in an inventory 
valuation not in conformity with generally accepted principles of 
accounting. 

The same result is possible when the current rate is applied to 
inventory purchased locally by a foreign branch or subsidiary with 
its own currency. That is, the converted dollar amount can be in 
excess of cost as measured by the dollar equivalent spent at date of 
purchase. To show inventories held by foreign branches or sub- 
sidiaries at cost, conversion at the exchange rate in effect on the 
date on which the goods in the inventory were acquired is necessary. 

The same reasoning applies to prepaid expenses. 

Concerning long-term liabilities, the following quotation seems 
to state the case: 


“From the point of view of the proper dollar valuation of obliga- 
tions payable by a foreign subsidiary in foreign currency, there is 
no fundamental difference between current accounts payable and 
long-term debt. Both represent a contractual obligation to disburse 
a fixed number of foreign currency units at a date subsequent to 
that on which the translation into dollars is being performed. In 
principle, each type should be converted into dollars at the rate of 
exchange which is expected to prevail on the date on which the 
particular liability is payable. Due to the inherent hesitancy, 
certainly understandable in the case of foreign exchange rates, on 
the part of accountants to incorporate predictions of future events 
into the accounting process, the rate which is effective on the date 
of the translation is resorted to as the best available objective 
datum. On rational grounds, however, the current rate would be 
applicable to both current and long-term liabilities, with full 
recognition that in neither case does its use achieve perfect 


results.’’* 


* Ibid., p. 9. 
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It is too early to predict the potential impact which the above 
study may have on conventional conversion procedures. It does 
seem to the authors that the recommendations noted are capable of 
producing results more in conformity with generally accepted 
principles of accounting than are the traditional procedures. 


CHAPTER TWENTY-EIGHT 


Public Accounts 


Governments and institutions. Public accounts include 
accounts of (1) governments and subdivisions thereof, such as the 
national and state governments, counties, cities, villages, and park, 
drainage, and school districts; and (2) institutions, such as hospi- 
tals, libraries, and universities. 

Sources of assets. The assets recorded in public accounts are 
derived from the following principal sources: 


(1) Taxes and other revenues, including licenses, fees, fines, 
franchises, and service charges. 

(2) Loans, on bond issues or otherwise. 

(3) Assessments against property owners for improvements. 

(4) Grants from superior governments. 

(5) Gifts. 


Funds. The National Committee on Governmental Account- 
ing has defined a fund as ‘‘a sum of money or other resources 
segregated for the purpose of carrying on specific activities or 
attaining certain objectives in accordance with special regulations, 
restrictions, or limitations and constituting an independent fiscal 
and accounting entity.’’* 


* National Committee on Governmental Accounting, Municipal Accounting and 
Auditing, p. 234. Chicago: Municipal Finance Officers’ Association of the United 
States and Canada, 1951. 
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The authorizations for the levying of taxes or assessments or for 
the issuance of bonds prescribe the purposes for which the funds 
thus obtained may be used. Grants and gifts are usually received 
subject to definite limitations regarding the uses thereof. 

Since each fund is usually available for one designated purpose, 
it is imperative that a separate group of accounts be kept for each 
fund, showing the amounts of its assets, the liabilities and commit- 
ments payable therefrom, and the amount of its surplus, or the 
excess of the assets over the liabilities and encumbrances of the 
fund. 

The accounts of each fund constitute a complete accounting unit, 
from which a balance sheet can be prepared. This grouping of the 
accounts by funds is an important and peculiar feature of public 
accounts. 

Classification of funds. The following classification of funds 
is not exhaustive; it merely indicates the nature of different funds: 


(I) Expendable funds: 

(1) Revenue funds, derived from taxes or other revenue 
sources, and used for current operating activities: 
(a) General fund—expendable for all general 

operating activities of the government or 
institution. 

(b) Special, or special revenue, funds—derived 
from revenues specifically raised for a partic- 
ular purpose, such as a hospital, a library, 
or a park. ; 

(2) Special assessment funds to be expended for local 
improvements, the cost of which will be charged, 
in whole or in part, to the owners of the property 
that is regarded as benefited by the improvement. 

(3) Bond funds, arising from the sale of bond issues, and 
to be expended for public improvements, for re- 
funding previous bond issues, or to provide capital 
for working capital funds. 

(4) Sinking funds for the payment of indebtedness. 

(5) Trust funds, if principal as well as income is 
expendable. 

(II) Nonexpendable funds: 

(1) Working capital or revolving funds; although ex- 
penditures are made from these funds, their 
principal is kept intact because they are re- 
plenished by receipts from other funds. 

(2) Trust funds, if only the income is expendable. 
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It will be noted that trust funds may be either expendable or 
nonexpendable. Trust funds may be obtained from public or other 
sources, and are held for particular, designated purposes. Endow- 
ment funds and cemetery-care funds held by a city as custodian 
are illustrations. 

The nature of these various classes of funds will be clarified by 
the following discussion and by the illustrations of the accounts 
reflecting the operations of the funds. 

In addition to the accounts with the various funds, a group of 
accounts should be maintained showing the fixed assets owned 
and the bond issues that are not direct obligations of particular 
funds. 

If utilities or other public enterprises are operated, accounts for 
them will be maintained similar to those of privately owned utilities 
or businesses. 

The budget. The operations of expendable revenue funds are 
controlled by the budget, which shows, with respect to each fund, 
the authorized estimated revenues and the approved appropria- 
tions for expenditures. A well-prepared budget will usually contain: 


Three principal statements (illustrated below): 

A budget summary. 

A schedule showing the estimated revenues classified by 
sources. 

A schedule of appropriations classified by departments. 

Numerous supporting statements, such as: 

A statement comparing the estimated revenues for the current 
year and the actual revenues for previous years. 

A statement comparing the appropriations for the current 
year and the expenditures for prior years. 

A statement for each department, showing the appropriations 
classified according to the objects of the proposed expendi- 
tures, such as salaries, office expense, equipment, and 
repairs. 

Budget Summary Schedule A 
Special 


General Revenue 
Fund Fund Total 


Unexpended balance (if any) from preceding 
year, available for expenditure in current 


Veale arp he 4 tore a: Seisela cick ea ie =e ky eS 
Estimated revenues (Schedule B)........... 100,000 30,000 130,000 

Ran Vite trae baal ts eos Lee a lel ny ie ena $100,000 $30,000 $130,000 
Appropriations (Schedule C)............... 98,000 29,000 127,000 


Unappropriated surplus............--+-+-- $ 2,000 $ 1,000 $ 3,000 


526 PUBLIC ACCOUNTS Ch. 28 


Estimated Revenues Schedule B 
Special 
General Revenue 
Sources Fund Fund Total 
MT AXGS eet te Le eae $ 71,000 $25,000 $ 96,000 
Ticensées, fees,"et@ts, 00) oo te oe tte oe 29,000 5,000 34,000 
otal nh, Lies Ses Lee eee ae ee $100,000 $30,000 $130,000 
Appropriations Schedule C 
Special 
General Revenue 
Departments Fund Fund Total 
General administration.................... $ 30,000 $20,000 $ 50,000 
Policerdepartmentanrer: Geiecs tee bee ee ee 25 , 000 — 25,000 
Public welfare 235%. f medio cioteposatelte crates eke tees 8,000 a 8,000 
Otheritems detailed... 45-02 noes ee nee 35,000 9,000 44,000 
TOtal settee. ha) 8o- eee eee Soe eee eee $ 98,000 $29,000 $127,000 


Outline of illustration. The remainder of this chapter 
consists of illustrative transactions and general ledger entries 
therefor, applicable to the following typical funds and accounts 
of a municipality: 


General fund. Sinking fund. 

Special revenue fund. Special assessment fund. 

Stores fund. Trust fund. 

Bond fund. Property and general bonded debt. 


There is also some discussion of subsidiary ledger accounts. 
Finally, the customary balance sheets and other statements are 
discussed. . 

To simplify the illustration, it will be assumed that, at the 
beginning of the period, there are no balances in any fund accounts, 
and that the only accounts open on the books of the municipality 
are the following: 

Property..(debit balance)... sc-t aan rake aa ae © ee eee $1,000,000 
Investment in general fixed assets (credit balance)........... 1,000 , 000 

These balances are shown, with the identifying number (1), 
in the summary (page 555) of the accounts of the property and 
general bonded debt section of the general ledger. 


General Fund 


Transactions. Journal entries for some typical transactions 
involving the general fund are presented in this section. A sum- 
mary of the general ledger accounts of the general fund used to 
record the illustrative transactions appears on pages 532 and 533; 
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one column is devoted to each account; debit entries are unstarred; 
credit entries are starred. The entries for the transactions carry 
numbers that correspond to the numbers in the following statement 
of assumed facts: 


(2) The total estimated revenues for the general fund for the 
fiscal year, as shown by the budget on page 525, are $100,000. 


IRStIIN A LECAneY OUULCSart4,. suck dy ee eaten foes nec tke ee 100, 000 
Unappropriated-surplus= ees sae ee ee ee ee: 100, 000 
(3) The total appropriations shown by the budget are $98,000. 
Uneppropriatedssurpluss,”....,. .%. ase ete oh eee oe 98 , 000 
IADPEOPTIAvIONS 5 eee Ae ee ee ee ee ee ee 98 , 000 


(4) The tax levy for general fund purposes is $75,000; it is 
estimated that $3,000 of the amount will not be collected. 


axes TeCelvy ales — COUTLON bis suite ove, .-8 cass cha Mme es 75,000 
Allowance for uncollectible taxes—Current........... 3,000 
IRCVCDMES 3) Bree means Oey he vate Oe oe eee 72,000 


Note: Whenever uncollected taxes become delinquent, the delin- 
quent amounts are transferred by journal entry to a separate 
account, Taxes Receivable—Delinquent. The portion of the 
allowance for uncollectible taxes believed to be applicable to the 
delinquent taxes is also transferred to a separate contra account, 
Allowance for Uncollectible Taxes—Delinquent. 


(5) Tax anticipation notes amounting to $30,000 are sold for 
cash at par. 


(CORE ne Se A eS le eae ee rae 30,000 
Tax anticipation notes payable Ae its ot AM Sd RP A Sl 30,000 
(6) Current taxes in the amount of $68,000 are collected. 
(CAS ee er ere ee es. ner at noe eee Cee ee 68 , 000 
Taxesirecelvaple=——C@Urremtpe =. serie neat kee tenn an 68 , 000 


(OPV| Hin get sean aint LSE boar bint creat am mE eRe 20,000 


Specigimovente fund. Ase GOH. Sime aet.ce eae Ble nies 10,000 
Gashve ant ot ped oekhc de ene seerer eetintte: 10,000 


(A contra entry in the accounts of the special revenue fund 
is described later.) 


Note: In the interests of brevity, the vouchers payable step in the 
recording of disbursements is eliminated in the case of transfers 
between funds. 
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(9) A fund is established for the purpose of purchasing stores to 
be furnished to all other funds as required by their operations; 
$5,000 is advanced to this fund to provide it with working capital. 
Stores fnid: wn. ee es tests ee eae ee 5,000 
Gash é wmss's rian den cert eistoua Sh eee ae ee ee 5,000 
(A contra entry in the accounts of the stores fund is described 
later.) 


(10) Materials are requisitioned from the stores fund; the stores 
fund charges the general fund $1,000 for these materials. 


AD Pro pliatlonExpendioULresiaa sei era me a here teenie 1,000 
Stores fund 


1,000 
(A contra entry will be made in the accounts of the stores 
fund.) 


(11) Cash is transferred to the stores fund in payment. 


1,000 
(A contra entry will be made in the stores fund accounts.) 


(12) Commitments are made in the form of orders and contracts 
in an estimated amount of $20,000. These commitments are 
encumbrances against the appropriations; that is, they reduce the 
balance which may be used for other purposes. 
Hneumbrancess 3.) Aisa aed. cee ee eee er 20,000 
Reserve forzencumbrancesaysn ae i oe ee 20,000 
(13) Certain materials previously ordered (see transaction 12) 
are received; two entries are required: 


(a) The estimated cost of the materials was $14,000, and 
the entry for the commitment should be reversed. 

(b) The invoice price of the materials is $15,000, and 
vouchers for that amount are certified. 


(a) 
Reservertor encum Drandes scm srasun serene acre oa i eee aie 14,000 
Hn Cuma branoes:! So" .4 dvs dens co eee bahar eee ceueee eae eee 14,000 
wit (b) 
APPLOPriahlOM eEXpPeNndiuelresty sre. sae cierene seen ere 15,000 
Vouchers payable 


15,000 
(14) Vouchers totaling $12,000 are paid by warrants issued 
against the treasury. Practice differs regarding the accounting for 
warrants; two methods are in use: 


First method: When warrants are issued by the accounting or 
disbursing department, debit Vouchers Payable and credit Cash. 


Rae iP Nees eee sc 3 BP ow Leach tisis 12,000 
Cas 


8 ce) 6.1910 (er ehe: © 0) 6 © 6. 016; Sisl/ete 616 re, efe)e6) w silos (ale) = sis ale) Sis)is) site! aith 
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Second method: When warrants are issued, debit Vouchers 
Payable and credit Warrants Payable. When paid vouchers are 
returned by the treasurer to the accounting department, debit 
Warrants Payable and credit Cash. 


Under the first method of accounting, the cash is regarded as 
reduced immediately by the issuance of the warrant; under the 
second method, the cash is not regarded as reduced until the war- 
rant has actually been presented to, and paid by, the treasurer. 
The first method is used in the illustrative entries. 


(15) Some of the equipment owned at the beginning of the year 
is sold for $2,000. 


(An entry for the cost of the property disposed of, to be made 
in the property and general bonded debt group of accounts, 
is discussed later.) 


(16) A cash payment of $6,000 was made for the purchase of 
equipment; two general fund entries are required. 


(a) For vouchers certified. 


AP PLOP lia lOLvex PENUIIres.. one tates co) seit he cae ens 6,000 
Vouchersrpayable.:..9 3) 3.2 Wale eae ee 6,000 
(b) For warrants issued. 
MOUCHEIS Payable l it: tAsus8 «hPa tet er Coane hier eee 6,000 
LOFICUINS PRAE CL: 15 bt est erp tS Re Aty LER MME tt ti at Beek aes LeAnne © 6,000 


Note: Fixed assets purchased through the resources of the general 
fund are not considered to be assets of the general fund. As in 
the case of commercial accounting, such outlays are capitalized, 
but in a separate group of accounts. This will be illustrated later 
when the property and general bonded debt group of accounts is 
discussed. Fixed assets are excluded from the general fund 
accounts because such assets do not represent resources from 
which the governmental unit intends to meet its liabilities or to 
earn revenue for the general fund. 


(17) Pursuant to an appropriation, a cash contribution of 
$5,000 is made to a trust fund, the nature of which is more fully 
discussed in the comments relative to the trust fund accounts. 


Appropriation expPenditumnes\) 0 -rik otek. ee ie gions oe 5,000 
. (ENE Sige trate ae, Sha a Ae oie Reha ohare th LS a ina neo a a 5,000 


(A contra entry in the trust fund accounts is described later.) 
(18) Pursuant to an appropriation, a $2,000 payment is made to 
the sinking fund. 


ADPPLOpriaAtioN Ex PEDGILUTES seret cits tiisic a fsets atelane ele oir 2,000 
me Cash ete tetis bain fa ee ede ee tense ene oa whe ss 2,000 


(A contra entry will be found in the sinking fund accounts.) 
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(19) Cash in the amount of $7,000 is received from the special 
revenue fund, in partial repayment of the loan made to that fund 
(transaction 8). 


Speécial-revenuetund jeep ek cee ae ee 7,000 
(Contra entry in special revenue fund accounts.) 

It is often desired to prepare balance sheets at interim dates 
during the period; for the purpose of illustrating such a balance 
sheet, the balances in the general fund accounts after transaction 
19 are shown in the summary of these accounts on pages 532 and 
5aa. 


(20) Licenses, fees, and so forth, are collected in the amount of 
$29,000. 


(21) Additional vouchers are certified, as follows: 
For previous encumbrances: 


(a) The original estimate of the encumbrances was $4,000; 
reverse the memorandum entry. 
(b) The invoices received agree with the estimate. 


For miscellaneous expenses for which no encumbrances had 
previously been recorded: 


(c) The invoices amount to $56,000. 


Reéserve'forencumbranceste.. son sa se ete, cee eee 4,000 
Hneumbrancessh. davon Cee ate ty. Oe eke ee Se 4,000 
mp (b) 
Appropriation expenditutes). 1st Genre Senne mnie 4,000 
Vouchers payables yt na Maen tes conten eee ore 4,000 
. . . (c) 
IN oh ovicoy ova Chia) A Cd: oLVOKOHMAWUZI |, 5 Ser cu Gen uch Ho wdoddhe eons 56 , 000 
VOBCREra Daya DIL ceri: 4 bee aN Rice are ea ee 56, 000 


(22) Warrants amounting to $55,000 are issued in payment of 
vouchers. 


Casha, onactsient th ca aaa tien eke Sarnath eae ne ee 55, 000 


(23) A special assessment fund (to be discussed in detail later) 
has been created for a local improvement; most of the cost of this 
improvement will be charged to property owners benefited; how- 
ever, $10,000 of the cost is to be paid from the general fund, as that 
portion of the cost is regarded as a public benefit; of this amount, 
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$5,000 is to be paid during the current fiscal year. Provision for 
this expenditure is included in the ‘“‘Other items” in the budget of 
the general fund. 
EXPPLO PTA LON eXpPeNOLUTeS «. a 9 ee anes See ot See 5,000 
Casi veines Ens. Pe AMR OES a age Mikio SN em ct 5,000 
(An entry is also required in the accounts of the special 
assessment fund.) 

(24) A transfer of $1,000 in cash is made to the stores fund to 
cover the loss in that fund for the year. Provision for such expendi- 
ture was made in the ‘“‘Other items” in the budget of the general 
fund. 


Boteee io sae ea ihe oe ee eee eee 1,000 
(Entry also required in the stores fund accounts.) 

The balances of the general ledger accounts for the general fund, 
after these transactions have been recorded, are shown in the 
summary on pages 532 and 533. 

General ledger and subsidiary accounts. Before consider- 
ing the adjusting and closing entries to be made at the end of the 
period, it is desirable to comment on the nature of certain general 
ledger accounts and the subsidiary accounts which support them. 

The Estimated Revenues account is debited at the beginning of 
the period with the total estimated revenues shown by the budget. 
During the period actual revenues are recorded in a Revenues 
account. These two general ledger accounts are usually supported 
by a subsidiary ledger containing accounts for each class of revenue. 
Each subsidiary account is debited with the estimated revenue per 
the budget and credited with the actual revenue realized. Thus, at 
the end of the fiscal year, a subsidiary revenue account may have 
either a debit balance or a credit balance. A debit balance in any 
given subsidiary revenue account indicates that the estimated 
revenue exceeded the actual revenue; a credit balance indicates 
that the actual revenue exceeded the estimated amount. The sum 
of the balances of the subsidiary ledger accounts should equal the 
difference between the balances in the Estimated Revenues and 
Revenues accounts of the general ledger. Such difference can be 
either a net debit amount or a net credit amount, depending upon 
whether, in the aggregate, the estimated revenues exceeded the 
actual revenues, or vice versa. 

The Appropriations account is credited with the total of the 
appropriations shown by the budget. Expenditures authorized by 
the budget are charged to the Appropriation Expenditures account. 
The Encumbrances account and the Reserve for Encumbrances 
account are memorandum accounts showing commitments made 
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against appropriations. The general ledger accounts devoted to the 
accounting for appropriations and related expenditures are 
generally supported by a subsidiary ledger containing accounts 
with each department (general administration, police, public 
welfare, and so forth) for which appropriations were made in the 
budget. The following illustration shows the money columns that 
should be provided; proper columns for date, reference, name, and 
so forth, should appear at the left. 


General Fund Appropriation for Police Department 


Encumbrances Appropriation 
Balance Expenditures Unencumbered 
Debit Credit Dr.—Cr.* Item Cumulative Balance 
Budget appropriation $25 , 000 
Orders placed....... $1,000 $1,000 24,000 
Vouchers issued..... $800 200 $ 850 $ 850 23,950 
Vouchers issued..... 3,000 3,850 20, 950 


The subsidiary account illustrated shows an unencumbered bal- 
ance of $20,950. This balance is less than the appropriation because 
of outstanding encumbrances of $200 and expenditures of $3,850. 
The debit balance in the Appropriation Expenditures account in 
the general ledger should agree with the total of the last amounts 
shown in the Cumulative columns of all of the subsidiary accounts 
applicable to the fund; and the debit balance in the Encumbrances 
account in the general ledger should agree with the sum of the 
debit balances in the Encumbrances section of the subsidiary 
accounts. 

Each departmental appropriations account in the subsidiary 
ledger is in turn supported by an account in an expenditure analysis 
ledger, in which the charges against appropriations are classified 
according to the object of the expenditure. For example, the 
subaccount with police department appropriations might be 
supported by the following expenditure account: 

General Fund—Police Department 
Analysis of Expenditures 
Salaries Office Expense Supplies Etc. Etc. Total 
January (summary)... $3,000 $300 $550 $3, 850 


It will be noted that the total of the debits, $3,850, agrees with 
the total debits in the Appropriation Expenditures account for 
the police department. These accounts in the expenditure analysis 
ledger furnish the information for the periodical statements of 
expenditures. 

The nature of the Tax Anticipation Notes Payable and the 
Vouchers Payable accounts is obvious; they should be supported 
by subsidiary registers. 
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The Unappropriated Surplus account balance shows the (esti- 
mated during the period, actual at the end of the period) difference 
between revenues and appropriations. 

Accounts used to show budgetary estimates of revenues or 
authorized appropriations are called budgetary accounts. In contrast, 
accounts used to show the results of the transactions that have 
occurred affecting the governmental unit or fund are called 
proprietary accounts. The budgetary accounts are useful in serving 
as control devices in that comparisons between budgeted amounts 
and actual amounts are readily available. 

Closing the accounts. At the end of the fiscal year, entries 
would be made closing the budgetary accounts and the actual 
revenue and expenditure accounts. The entry to close the Esti- 
mated Revenues and Revenues accounts is as follows: 


PUEVCRUCS raerrinne tate cts nce core fhm Smee rye nee eee 103,000 
Hstimvatedsreyenuess: fair oct ien hess mae eo ee 100,000 
Mnsppropriaged surplus yyrctrioctas ere, 3,000 


Authorized appropriations not expended or encumbered at the 
end of the fiscal year usually lapse; therefore, the unencumbered 
balance of authorized appropriations is transferred to Unap- 
propriated Surplus by the following closing entry: 


AD DLODIIALIONNS Sammi vt arate one cipro ersrns wie piney maton 98 , 000 
Appropriation expenditures’. #. 2..6. 452 sishs kee ot 95,000 
Bincumbrances=—aree cites tees pons peas tee eae ee 2,000 
Wnappropriatedisurplus tert ms nh oc ee ayers Beers 1,000 


The summary on pages 532 and 533 shows the results of the clos- 
ing entries and the balances that are carried forward to the succeed- 
ing fiscal year. Observe that the final balance in the Unappropriated 
Surplus account is $6,000, which equals the difference between the 
actual revenues of $103,000 and the $97,000 total of the appropria- 
tion expenditures and encumbrances. 

Also note that the balance in the Reserve for Encumbrances 
account is carried forward to the next fiscal period. In effect, this 
account will be charged whenever the materials or services on order 
or under contract at year end are received and the fund becomes 
liable therefor. It would be incorrect to charge such amounts to 
next year’s Appropriation Expenditures account, since the charges 
relate to an appropriation authorized in a previous year. 


Special Revenue Fund 


Transactions. The precise nature of this illustrative fund is of 
no particular significance ; the fund should be regarded as applicable 
to some given operating activity, such as a park or a library. The 
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reference numbers appearing below in other than numerical se- 
quence refer to transactions already mentioned in connection with 
the general fund. The summary of the general ledger accounts for 
the special revenue fund appears on page 538. 


(25) The total estimated revenues for the special revenue fund 
for the fiscal year, as shown by the budget on page 525, are $30,000. 


Hstimated! reventies?..co seeds eee meek aths tee. © cae 30,000 
Unappropriatedisurplusa. eee eee ee eros 30,000 
(26) The total appropriations shown by the budget are $29,000. 
Unappropriated surplitss.... 7a eee eee eee 29,000 
Appropriationsineerc:: pact ee ena a cae er eer eee 29,000 


(27) The tax levy for special revenue fund purposes is $25,000; it 
is estimated that $1,000 of thisamount will prove to be uncollectible. 


axes neceivable— Current... oie csscrearc eye Bin ee OR 25 , 000 
Allowance for uncollectible taxes—Current........... 1,000 
Revenues. teracnc de aha cache asics aiehie eee ee ae 24,000 

(8) A loan of $10,000 is received from the general fund. 

Case ENS Ee PR Oe cee Rene ee See eee 10,000 

General fund) 355 igh ees eek ho Se ee 10,000 


(Contra entry in general fund accounts.) 


(28) Tax collections amount to $22,000. 


Taxes receivable—Current..........-......+4s-0 0c 22,000 


(29) Materials that cost $2,000 are requisitioned from the stores 
fund. : 
Appropriation expendivureswn | eekaes sees tants eaten nee 2,000 
Stores funds. td OMe yl Behance ee eee oe Fa 2,000 
(Contra entry will be made in stores fund accounts.) 
(30) Cash is transferred to the stores fund in payment for the 
materials. 


(Contra entry will be made in stores fund accounts.) 


(31) Contracts are made and orders are placed in an estimated 
amount of $12,000. 


Hnoumbrancesij5ix.30. Pe ai Phelan ets et ae ee ee 12,000 
Reserve for encumbrancess-m. recency crite aia ier 12,000 


(32) A portion of the items ordered in (31) is received. The 
amount billed is $9,000; the amount encumbered therefor was 
$10,000. 
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(a) 
BVOROT CE NOT OWCUMDTAN(CS bcos nn cs ice cae ek lee 10,000 
MOC MINOTANGES ehgee eek «PA ois ah ORR es BD 10,000 
: (b) 
Appropriation expenditures. ................0.0000000:s 9, 000 
DONCHOESDAVADIG nh" se ne Lien a eer Day 9,000 


(33) Warrants are issued in the amount of $7,000 in payment of 
vouchers. 


OG) hr Se eo artsy einer: nin 5 Pm maE en ool.) 7,000 


(19) A transfer of $7,000 is made to the general fund in partial 
repayment of the loan. 


(Contra entry in general fund accounts.) 


The balances in the accounts at this point are shown in the 
summary and are used in the illustration of a balance sheet 
prepared during the fiscal period. 


(34) Licenses, fees, and so forth, are collected in the amount of 
$5,000. 


BeVCMUCS era ia wis He Suid cree ee ere gaa eat Sat 5,000 
(35) Additional vouchers are certified, as follows: 
For previous encumbrances: 


(a) Estimated encumbrances, $1,000. 
(b) Vouchers certified, $1,000. 


For miscellaneous expenses for which no encumbrances had 
previously been recorded: 


(c) The invoices amount to $15,000. 


(a) 
Reservenor CNCUMDrances samen amet retin sel ale iy = 1,000 
Kncumbranceste gn are a era eit «=e 1,000 
(b) 
Appropriation expenditures... 0.0... pce e ee eet ese 1,000 
WOWANSE ENCINO ac anu tongs ures. cee oeaoc bab our 1,000 
(¢) 
Appropriation expenditures... ... 6.06.61. sess seen 15,000 
Vouchers pay able a nersetan eee mene a Bs lteter 15,000 


(36) Warrants are issued in payment of vouchers in the amount 
of $14,000. 


(OLY Mspehs bint o 6 o.com Lap OG 00 HG OaerS Chao aa 14,000 
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Closing entries. The closing procedure is the same as illus- 
trated in connection with the general fund. 


IRAVENUCSHES. a. Sani anh sack hd er Oe Me othe 29,000 

Wmapproprated surplus... os. oo acco sae cetlee toes de 1,000 
hstimatedi revenues... shebarnnee tire aco 30,000 

ENA TERET Dg OA TIT tags ocean a me com, 29,000 
Appropriation expenditures. 7... ...... 7.25480 27,000 
Hmeumpbrances sees ake eet ce ee, ee 1,000 
Wnappropriated surplisae: eat aa eae eee 1,000 


The summary on page 538 shows the results of the closing entries 
and the balances that are carried forward to the succeeding fiscal 
year. 


Stores Fund 


Working capital funds. The stores fund illustrated here is an 
example of a working capital fund. A working capital fund is set 
up to finance and carry on certain internal service activities for 
the convenience of the several departments of a governmental 
unit. Examples include central garages, printing shops, central 
heating plants, equipment pools, and central purchasing and 
storage of supplies (a stores fund). Thus, a governmental unit may 
have several working capital funds. Such a fund is established by 
providing it with a certain sum of money, which may be obtained 
by a nonrepayable appropriation from the general fund, by the 
sale of bonds, or, as in the case being illustrated, by a repayable 
advance from the general fund. 

Since a working capital fund is intended to be self-supporting, 
the fund should be accounted for as though it were a private 
enterprise, with such conventional procedures as accounting for 
accruals, inventories, and depreciation. However, the objective is 
to break even. Actually, a profit or a loss may be realized in any 
given fiscal year. In some cases, it is the practice to have the general 
fund cover losses and be the recipient of any surplus that may 
develop from the operations of the fund. 

The receipts and disbursements of a working capital fund 
generally are not subject to reasonably precise estimates. Further- 
more, its disbursements are not made through the process of 
appropriations and encumbrances. For these reasons, budgetary 
accounts are not a part of the accounting for working capital funds. 

Transactions. It is assumed here that a fund is established 
to centralize the purchasing of supplies which are to be issued to 
the other funds upon requisition. The stores should be issued or 
billed at cost, including a prorated share of the expense of operation. 
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(9) $5,000 is received from the general fund as an advance to 
provide working capital for stores fund operations. 


General iftrnd Sesteeet cients ce ocernene erence tens Ronse oe reo ererrace 5,000 
(Contra entry in the general fund accounts.) 


(37) Orders amounting to $6,000 are issued for the purchase of 
stores. 


No entry. Encumbrance accounting is not required in working 
capital funds. 


(38) A portion of the stores ordered in (37), in the amount of 
$4,000, is received. 


(10) Stores in the amount of $1,000 are issued to the general 
fund on requisition. 


(Contra entry in general fund accounts.) 


(29) Stores in the amount of $2,000 are issued to the special 
revenue fund on requisition. 


S COLES) sccde es Mcacut sacs Bento BE ty eee ean ae gi ea 2,000 
(Contra entry in special revenue fund accounts.) 


(11) Cash is received from the general fund in payment for the 
materials. 


ashy ae gach ch ahi ys Gat tesa Oe AT ee at ee ere ES Se 1,000 
General fund) Rete see ee Rae eee ee eee 1,000 
(Contra entry in general fund accounts.) 


(30) Cash is received from the special revenue fund in payment 
for the materials. 


Specialireyenue fund... scot dade eh attra ae eee eee ee 2,000 
(Contra entry in special revenue fund accounts.) 


The balances in the accounts at this point are shown in the 
summary on page 541; they are used to illustrate a balance sheet 
prepared during the fiscal period. 


(39) Bills amounting to $1,000 are received for freight, handling, 
and other expenses. This amount should be considered as part of 
the cost of the stores. 
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(41) A physical inventory shows that the cost of the stores on 
hand at the end of the fiscal year is $1,000 less than the balance of 
the Stores account. 


DUE DLUS shyt, Cc Seen Be ale the et hiee 5 Rn ee een here, 1,000 
COLES tee teger eee a a Seen ee ee ee ee 1,000 


(24) The working capital of the stores fund was impaired by the 
inventory shortage, and cash is received from the general fund to 
replenish it. 


(Sig 0 LST sek tie aceite there Mh ON rit eect eee eR eg dk We “tame 1,000 
(Contra entry in general fund accounts.) 


The balances in the stores fund accounts, after these transactions 
have been recorded, are shown in the following summary. In this 
illustrative case, no closing entries are needed; all balances are 
carried forward to the next fiscal period. If use had been made of 
revenue and expense accounts, they would have been closed in the 
manner followed by a private enterprise. 

STORES FUND 


Summary of General Ledger Accounts 
(000 Omitted) 


o 
3 
| 
o 
> 
fe : 
i oLI3 Es 
fe RIGO] e a 
g (Se) 8 |2Sle3] & 
6 eal a SAloal a 
(9) Cash advance received from general fund....... 5 oF 
(88) Liability for stores received................... 4 Ag 
(10) Stores issued to general fund.................. es 1 
(29) Stores issued to special revenue fund........... 2 Hike 
(11) Cash from general fund for stores.............. 1 i 
(30) Cash from special revenue fund for stores....... Daie2 
Mnteriinbalances,.2.. ane aoa Gh uarrce tek 8 |—|1 4*| 5* 
(39) Freight, handling, and other expenses.......... 1 1 
140)" Purchases. 6... . 8.606 i cee eee ev eet 7 of 
(41) Adjustment of Stores account to physical inven- : , 
WOINKE SUSE SUSE Hom eogn Creda olde cog oie 1 
(24) Cash from general fund to cover deficit.........]_ 1 i 
Final balances—carried to next fiscal year...../ 9 | — | 8 | 12*] 5* | — 
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Bond Fund 


Transactions. The accounts of a bond fund are set up to 
account for the disposition of the proceeds of a bond issue. Bonds 
may be issued for such purposes as the construction or purchase of 
improvements or the refunding of outstanding bond issues. The 
bonds are not shown as liabilities of the bond fund, because they 
are not to be paid from the proceeds of the bond issue; any property 
acquired with the proceeds is not shown as an asset of the bond 
fund, because it is not available for further expenditure by the 
fund. The fixed assets acquired and the bond lability are shown in 
the property and general bonded debt group of accounts. 


(42) Bonds of a par value of $100,000 are authorized. 


Bonds. authorized—Unissued’.. 25. ...- .ssleee es esses 100 , 000 
Unappropriatedsbalance seme eee erie eae 100,000 


(43) Bonds of a par value of $75,000 are issued for $78,000. 
Bond premium in effect represents an adjustment of the interest 
rate. For that reason, cash equal to the premium should be trans- 
ferred to the fund which is going to pay the interest, and the 
premium should be set up and amortized so that true interest 
expense can be reported. In practice, however, the premium is 
commonly regarded merely as an addition to the amount available 
for expenditure by the bond fund, and the effect upon interest 
expense is ignored. The latter treatment is used in this illustration. 


Cash ec Pin aera ietans See ote ee eee eee CMR sks, Se ee 78, 000 
Bonds authorized—Unissued.................... Sic 75,000 
Unappropriatedebalancersrr, asses ce a tomate 3,000 


(Note companion entry in the property and general 
bonded debt group of accounts.) 


(44) A total of $99,000 is appropriated for expenditure for the 
purpose for which the bonds were issued. 


Unappropriated balance -cmrusia ico ueieen si en enn 99,000 
ADDTODTIACION Sia: repeat veseeneonte eh Sakata tee ae 99 , 000 


(45) A construction contract is signed; the estimated cost is 
$90,000. 


Reserve for encumbrances..................0-00e0s 90, 000 


(46) As the work progresses, progress payments are required 
under the contract. At this point, it is assumed that the contract 
is one-half completed. 
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Appropmation expenditures. 2... 2.5 4. <n. es = csc. 45,000 
OUCHCISEpayablewwa.n. aie oe eae eer oe 45,000 


(47) Warrants are issued in payment of $40,000 of the vouchers. 


WOUCKErsapayAble. 2. a ice eee ee stn ees 40,000 
CODEINE od Ls cee et eC Aetna ai eS Ry GU TEN 40,000 


The balances in the accounts at this point are shown in the sum- 
mary on page 544; they are used in the illustrative interim balance 
sheet. 


(48) The remaining bonds, of a par value of $25,000, are issued 
for $24,000. 


Cas ate Bete Oh Se oases Ua eran onary tae) A Oe 24,000 
WUnappropriated. balan céz2.ecowd ein Dien eee ee 1,000 
Bonds authorized—Unissued...................... 25,000 


(Note companion entry in the property and general 
bonded debt group of accounts.) 


(49) The construction contract is completed. 


Reserve sOrencumbrances) .2..¢ 62.6 s ate: ee came ons 45,000 
IN CUM DTAn Ces sar. = sof) oe Mae) Aaa rs ae eee 45 ,000 
(b) 
AD PLOpLiavlon expPenaluures)ov ie ve eae ee nee eee 45,000 
Wouchers payablem— 5 eee eos a ee ales 45,000 


(50) Vouchers for other expenses totaling $10,000 are certified. 


Appropriationsvexpendivures:.. hme nena ee tee Aare 10,000 
VOUCH ETS PAV lG 0 aces wes ete eoneeS A icie tice ee. a. ae ee 10,000 


(51) Warrants are issued in payment of all certified vouchers. 


WiOUGHEES PBYVADICS octet cutis e ste amen me tage ro ne ante 60 , 000 
(OPTS Of OR See eta PRO em hs A sea See Ae” ot Oe conn: une on Slebe 60, 000 

The balances in the general ledger accounts of this fund, after 
the completion of the contract, are shown in the summary on 
page 544. 

General ledger and subsidiary accounts. The Appropria- 
tions, Encumbrances, and Reserve for Encumbrances accounts are 
similar to those discussed under the general fund, and are supported 
by similar subsidiary records. The Unappropriated Balance 
account is credited with the par of the bonds authorized, and 
debited and credited with items which decrease or increase the 
amount available for expenditure; it is debited with the appropria- 
tions; its balance, therefore, represents the unappropriated 
resources of the fund. 

Closing the accounts. As shown by the summary, the 
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appropriation expenditures were in excess of the appropriations by 
$1,000. The Appropriations and the Appropriation Expenditures 
accounts are closed; Unappropriated Balance is debited for the 
$1,000 excess expenditure. 


PAP DLOPTIA LIONS cto tss ola ta eae Raker eet Rea 99 , 000 
Wnappropriated (balance 22114). #2. FA Awe we den ee A ke 1,000 
Appropriation’ expenditures, 94 i. .5.)..08 4.5 1 deus 100, 000 


(52) The Cash account now has a debit balance of $2,000, and 
the Unappropriated Balance account has a credit balance of the 
same amount. The unexpended cash is transferred to the sinking 
fund for use in the future for the retirement of the bonds, and the 
accounts of the bond fund are closed. 


Wnappropriated( balaricel (E26 778)) eet ed. eee 2,000 
OOS Ti glee tard ys x po bat hn yet bh og 0k, Man es ea ae eae hey hee 2,000 
(Contra entry in sinking fund accounts.) 


The public improvement for which the bonds were issued and on 
which $100,000 was spent will be taken up in the accounts of the 
property and general bonded debt group. 


Sinking Fund 


Introductory note. Whenever resources are accumulated to 
meet future bond maturities, the accounting for such resources is 
handled through a group of accounts known as a sinking fund. (It 
is not customary to make disbursements for bond interest through 
the sinking fund.) The assets of the sinking fund are derived from 
two sources: (1) contributions, which can come from the general 
fund or from a special tax levy, and (2) earnings on sinking fund 
investments. 

Transactions. As a general rule, the accumulation of re- 
sources will be made according to a plan. An entry is made at the 
beginning of each year setting up the required contribution and the 
required or expected earnings under the assumption that the plan 
will be carried out. 

The illustration relates to the $100,000 of bonds dealt with in 
the preceding discussion of the bond fund. It is assumed that an 
annual contribution of $18,000 is to be made to the sinking fund. 


(53) The required annual contribution and the expected earn- 
ings for the year are set up. 
Required contributions 4. 4... dese eg ets sy 18,000 


MOCUITCU CATTUNGS oo a.c3- a cecil a iain 2 yeide soe ns = 1,000 — 
Reserve for retirement of sinking fund bonds......... 19,000 
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(18) A portion of the requirements is met by a transfer of $2,000 
from the general fund. 


Contributionsreventes ss ni aee ert ee eer 2,090 
(Contra entry in general fund accounts.) 


(54) A special tax levy of $16,000 is authorized for the sinking 
fund. (It is assumed that the taxes are fully collectible.) 


Taxeswreceivable——Gurrenta tat ane rien eee ee ee 16,000 
Gontributionsrevenues sisi tenant ane 16,000 
(55) The taxes are collected in full. 
Gast Abu, IT ich Sg A Abe CREA eee 16,000 
Taxes receivable—Current..................+--+--- 16,000 


(56) Securities are purchased for $15,000. If securities are 
purchased with the intention of holding them until maturity, any 
premium or discount may be amortized. 


Cashin ®..c42 ee tj ecndon ad. MiGk Aetere.cae 15,000 


(57) Interest in the amount of $1,000 is collected on sinking fund 
investments. 


Warnin eS eer Ache sce eeg Preece ato ea ORC ec ee 1,000 


The balances in the accounts at this point are shown in the 
summary, and appear in the illustrative interim balance sheet. 


(52) The unexpended cash in the bond fund is transferred to the 
sinking fund. 


(Companion entry in bond fund accounts.) 


(58) In order to make the illustration more complete, it is 
assumed that $5,000 of the bonds mature. 


Reserve for retirement of sinking fund bonds............. 5,000 
Maturedibondsspayablenem.icmiukn ones etree 5,000 
(Since the bond liability is shown in the property and 
general bonded debt group of accounts, an entry for the 
retirement of the bonds is also required in that group of 
accounts.) 


(59) The matured bonds are paid. 


OE: Ue nM SRT, 6 cI NS, ole che tics Rose te Bee 5,000 


The balances in the accounts at the end of the fiscal year, before 
closing entries are made, are shown in the summary on page 547. 
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General ledger and subsidiary accounts. If the debit 
balance in the Required Contributions account exceeds the credit 
balance in the Contribution Revenues account, it follows that 
resources equal to the planned requirements for the period have 
not as yet been received; an opposite relationship would exist if the 
resources received exceeded the required contributions. A similar 
analysis can be made with the Required Earnings and Earnings 
accounts. 

If resources are being accumulated for several bond issues and 
the investments are pooled, suitable subsidiary records will be 
needed. 

Closing entries. At the close of the fiscal year, the accounts 
showing requirements and actual contributions and earnings are 
closed. An excess of contributions or earnings is carried to Unap- 
propriated Surplus. 


Contribution: revenues: oie selec ol ernie 20, 000 
Requiredicontributious-sas .4eeeert reich err eee 18,000 
Wnappropriatedisurplus eerie elereer ere enaee 2,000 

Narnings §. 250 seeds yo: Code eee ieee eee 1,000 
Required*earnings =o ee ere ee ere re ermer neers 1,000 


Special Assessment Fund 


Transactions. Special assessment funds, frequently found in © 
the accounts of municipalities, are established to account for | 
the financing of local improvements or special services. Authoriza- — 
tion of the project by the legislative body is a necessary first step. — 
Initial cash requirements, unless nominal, are commonly met by | 
the issuance of local improvement bonds. The proceeds are | 
expended for the improvement or to initiate the special service; — 
the cost thereof is charged back to the property owners, or in part | 
to the city as a public benefit; and the bonds and interest are paid _ 
from the collections from the property owners and the city. Since | 
the bonds are retired from collections received by the fund, they 
are shown as a liability of the fund. 


(60) A $50,000 expenditure for a local improvement is 
authorized. 


Improvements Auchorizede annem ieciee en tere eiae 50,000 
A DDYODEIATIONS Sh atmo tee ese ee ee melee ne ne 50,000 


(61) Bonds of a par value of $50,000 are authorized. 


Bonds authorized—Unisstied) anirnicacntiencee aioe 50,000 
Bonds payableso 7 e7.5 coe ne eee tn eee eee 50,000 
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(62) Bonds of a par value of $40,000 are issued for $41,000; the 
premium realized increases the available balance of the fund. 


Caer ein et ee en 41,000 
Bonds authorized—Unissued....................... 40,000 
inappropriated surplus: Oro Se eee 1,000 


(63) A contract for the improvement is signed; the estimated 
cost is $45,000. 


Reserve for encumbrances... ..«<: <<< ese whe 45,000 


(64) Vouchers for miscellaneous costs and expenses not covered 
by the above contract, totaling $5,000, are certified. 


Cansiruction.expenditured=. 2.007) oo a asec ene eee 5,000 
Mouchersipava bla. cpyiee ooo ee ie are 5,000 
(65) Warrants for $3,000 are issued against the vouchers. 
Wouchers payable. G4.) Fe ft Bh... Re ee, 2 3,000 
OE Is Atel Rapa does at As aa a eM AS Crs eae OC eat er 3,000 


The balances in the accounts at this point are shown in the 
summary on page 551, and appear in the interim balance sheet. 


(66) The remaining bonds are sold at par. 


Bonds authorized—Unissued..............-2..2.00:5. 10,000 


(67) Vouchers in the amount of $45,000 are certified for the 
completed contract. 


(a) 
ReseRVe Or ENCUMDIANCes | rience tan moe teeie tenes 45,000 
UMC UTI DIAN COS aeeyas4 cera icira watts cH scte Se cuceens ets Bs ac at 45 , 000 
(b) 
Construction expendituresi.t: wees eis trcin ae cre sara 45,000 
Wouchersspiyvablens = a-rsae cies bono ciee me cd risks: 45,000 
(68) Warrants are issued for all certified vouchers. 
Wouchers: payable... tie sates sae te caka te ate chines 47, 000 
Gas Hee peer ee ee eee 47,000 


(69) Since the project is now completed and all expenditures for 
construction have been made, it is considered good practice to close 
the Construction Expenditures and Appropriations accounts; any 
difference between these two accounts would be carried to Un- 


* In special assessment fund accounting, it is rather common practice to maintain 
three separate cash accounts, as follows: for cash expendable on construction, for 
eash that may be used for the payment of interest, and for cash that may be used to 
retire outstanding bonds. In the interest of avoiding distinctions believed to be rela- 
tively unimportant, only one cash account is used here. 
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appropriated Surplus. A credit balance in Unappropriated Surplus 
may be used to cover any losses on, or abatements of, assessments 
that may arise in the future. 
Appropriationgs-xy..a2 su oe ee eee aban peek eae crn eee 50,000 
Constructionsexpenditures es. eerie oe tere eae 50, 000 

(There will also be an accompanying entry in the property 

and general bonded debt accounts to record the asset 

addition.) 

(70) The expenditures from the fund totaled $50,000; of this 

amount, $40,000 is assessed against property owners and $10,000 
is regarded as a public benefit. 


Assessments receivable—(Current and/or Deferred, as indi- 


Gated by theuiacts)y) je syeus sy caeteeus fae caper DRC RT ener 40,000 
Citys:sharevolccostiy on acca t lice Oo sean ee eee 10,000 
improvementsiauthorizedman eee ae tee 50,000 


(23) A collection of $5,000 is received from the general fund to 
apply against the amount assessed as a public benefit. 


Cas liters ade scence bette pay ate oF atin er ce oa ee 5,000 
City/sshare; of Costses. ich 2) Ra Eee eo 5,000 
(Contra entry in general fund accounts.) 


(71) An assessment installment of $15,000, with $2,000 interest 
thereon, is collected. 


Cas hie ere fairs aos Suse ON ae eI ee ee 17,000 
Assessments receivable.an.. asec vcs ose ces a ehlekis Lee 15,000 
Interest revenue. 62 es. AAS eae ee ot ee ete 2,000 

(72) Bond interest totaling $2,000 is paid. 

Interest, CXPCnSe xcyteure eececo ees eee Bie OS ORO Ie 2,000 

OEY oR pai ks As Cin eect omar einer. cee mceaarse CNR 8 Chis 2,000 
(73) Bonds of a par value of $5,000 are paid. 

Bonds payabletic hea ames, here es oe cee les eet rece oe 5,000 

Cashis...:hocacgets ical cman eRe helk: gcd ai Rica oie each oe 5,000 


Closing entries. The Construction Expenditures and Ap- 
propriations accounts are closed when the project is completed. 
Interest Revenue and Interest Expense accounts are closed at the 
end of each fiscal period. Any excess of interest revenue over 
expense would be carried to an unappropriated surplus account, 
with the source of such surplus generally being disclosed thus: 
Unappropriated Surplus—Interest. 


Interestexpense a ee ne eta nee 2,000 


The account balances carried over to the next fiscal period are 
shown in the summary on page 552. 
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General ledger and subsidiary accounts. It is believed 
that the nature of all general ledger accounts illustrated is obvious. 
It should be understood that separate subsidiary accounts should 
be maintained with each special assessment fund, so that there may 
be no danger of confusion and consequent possible misapplication 
of funds. 

If, after a particular fund has been closed by the final payment of 
the bonds, a balance remains in the surplus account, theoretical 
propriety would require a distribution of the residue of the fund to 
the property owners and to the general fund in proportion to the 
assessment and public benefit charges paid by them. Since such a 
distribution is usually impracticable, the excess is generally trans- 
ferred to other assessment funds or to the general fund. 


Trust Fund 


Transactions. Endowment funds, pension funds, and other 
trust funds may be received by gift or by appropriation of public 
funds. Usually only the income is expendable.* Therefore, a dis- 
tinction must be made in the accounts between the permanent 
balance of a trust fund and its expendable balance. 


(74) A gift of $45,000 is received in cash for the creation of a 
special-purpose trust fund. The gift is conditional upon the 
appropriation of an additional $5,000 from the public treasury, 
and only the income from the fund is to be expended. 


fund. 


Permanent, balanGe wan, sun peme yociceach Oran eae areas 5,000 
(Contra entry in general fund accounts.) 


(75) Securities costing $45,000 are purchased for the fund. 
Vouchers are certified and warrants are issued. 


InVestments.ss ts can cet ahtoe cee pa Tn IER te oa ee 45 , 000 
Vouchers payabletinenmiemiasminats a tee aecthaee sem 45,000 
(b) 
Vouchers payable: .& jo se ecctencteR che ae terre eect ocr: 45,000 
Cash i. 0-8 Case, She Gere cee eo aioe Se ne 45,000 


* As already stated, trust funds may be expendable both as to principal and as to 
income. This illustration deals with a trust fund which is expendable as to income only. 
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If securities are purchased at a premium for a fund of which only 
the income is expendable, the premium should be amortized against 


income. 
(76) Income of $3,000 is collected. 


Expendable balance swage as nh. iiee tice at oe ee ele 3,000 


(77) Expenditures of $2,000 are made for the purpose for which 
the fund was created. 


(a) 
EA PCDURDIO DAIANCE sec ee Trt ah ee a oe ee eee 2,000 
Wouchersipayable tts .ct1 21st arly. Bienes Sirk 2h 2,000 
(b) 
Wouchersmayablere:4isscsary. smserde:. se beidsiaseiaker ooh aris 2,000 
(CASHIN oa: Tenet eel eee tetany ot SOREN ong eee 2,000 


The summary of the general ledger accounts is shown below. 
TRUST FUND 


Summary of General Ledger Accounts 
(000 Omitted) 


= pmei? al » a 
sie ls is 
gs icXigsis eg 
« |elsslseeis4 
e/E/Se|3e| ks 
oO] siSclicalaa 
WA ee Giltireceived—aid.cdccth alas. oreo SA 45 45* 
(17) Contribution from general fund................ 5 | o* 
(75) Purchase of securities: 
(a) mVouchersicentitiedser...c secre eee ise ck: | 45 |) 45* 
(be Warrantevssuedtiiom.i tt. Baw fo eh att: 45* 45 
(Oe Income collected ioe wae eae heels 3 aie 
(77) Expenditures: 
(a) mp Vouchersscertined 2. ae era ee a 2* 2 
CODA WEBS SURE HG TE IDEXe le seiiina ale nlc o oleae bcyoare nae 2 
Balances at a date during (and also at the end of) 
the period | 6 | 45 1 DO*-| 14 
* Credit. 


General ledger and subsidiary accounts. The nature of all 
general ledger accounts in the trust fund group is obvious. If there 
are several trust funds, one group of general ledger accounts will 
be sufficient, but all of these general ledger accounts should be 
supported by similar subsidiary accounts for each fund. 


Property and General Bonded Debt 


Transactions. The property, fixed assets, or plant capital 
group of accounts shows the cost of fixed assets owned and not 
appertaining to any fund; the bonded debt which is not the obliga- 
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tion of any other fund; and the excess of such assets over such 
liabilities, or the net investment in general fixed assets. 

Fixed assets are customarily carried at cost, and are not sub- 
jected to depreciation charges, because: (a) No income statement 
is prepared (except for publicly owned utilities, such as water or 
light plants operated by a city; fixed assets applicable to such 
plants should be depreciated and are carried on the books of the 
utility). (b) There would be no justification for the charge unless 
it were desired to create a replacement fund by including a provi- 
sion therefor in the budget; but this would be undesirable because 
fixed assets costing significant sums of money are usually purchased 
from the proceeds of bond issues, and are paid for by assessments 
subsequent to acquisition. The inclusion of both the sinking fund 
requirements and a depreciation fund requirement in the same 
budget would involve a double charge upon the same taxpayers 
during the life of the bond issue. 


(1) The summary on page 555 shows the condition at the begin- 
ning of the period. It is assumed that the governmental unit has 
property costing $1,000,000. 

(15) Some of the equipment owned at the beginning of the year, 
which cost $10,000, is sold for $2,000. 


DE Laj OMIM eA eT aes Pines oct a ede 10,000 
(The proceeds of the sale, $2,000, were taken up in the 
general fund. The apparent loss of $8,000 is nowhere 
recorded.) 


(16) Equipment costing $6,000 was purchased with general fund 
cash. 
Property.c&. j.ciss dict nae hae rae eee oer: 6,000 


Investment in general fixed assets.................-. 6,000 
(Contra entry in general fund accounts.) 


(43) Bonds with a par value of $75,000 are issued and the 
proceeds are being devoted to construction work. 
IbyayoykonrdsyeoVeyenFelabol poy ART goo Goad ce Gn gaengnucoluenee: 75,000 
Bonds'pavablevien totes cers erat ee 75,000 
(Contra entry in bond fund accounts.) 
(48) Bonds with a par value of $25,000 are issued and the 
proceeds are being devoted to construction work. 
Improvements inyprogressac. cae ee ee ee eee 25,000 
Bonds payables 2. ea iee an peer te eee ee ee 25, 000 
(Contra entry in bond fund accounts.) 
The balances in the accounts at this point show the condition at 
the date of the illustrative interim balance sheet. 
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(78) The public improvement for which bonds were issued 
through the bond fund has been completed. Its cost, as shown by 


the accounts of the bond fund, was $100,000. 


... 100,000 


100, 000 


(69) The special assessment project has been completed. Its 
cost, as shown by the accounts of the special assessment fund, was 


$50,000. 


50, 000 


(59) Bonds of a par value of $5,000 have been retired by pay- 


ments from the sinking fund. 


BOQNGSIPAY A DICE ER SA Ae ER ee Mears PPT srs oper 
Investment in general fixed assets.............. 


(Accompanying entry in sinking fund accounts.) 


5,000 


The balances at the end of the period are shown in the following 


summary. 
PROPERTY AND GENERAL BONDED DEBT 
Summary of General Ledger Accounts 
(000 Omitted) 
2 a |ay 
© wn S i 
ae] 3 | gk 
> o © AY 4 
15 > bp ga 
o oo nD im fy 2 
a, wow ae} oo > 
ota ps eee 
(@)eOpening balance cactus certo ae eee te terier 1,000 1,000* 
(ibm Costron property, disposed) Ole .. sears. Wyo ier: 10* 10 
(16) Cost of equipment purchased by general fund... . 6 6* 
(43) Sale of public improvement bonds.............. 75 oe 
(48) Sale of public improvement bonds.............. 25 25* 
Iiterimibalances <tc MA aka Sen cae eas 996 | 100 100* 996* 
(78) Total cost of improvement financed through bond 
UII eee Pet Sh ken eee a See he hare 100 | 100* 
(69) Total cost of improvement financed through spe- 
CIalL ASSeSSINEN US pase eee ae ee ieee eee 50 po 
(59) Bonds retired by use of sinking fund............ 5 5 
Balances at end! of fiscal! year. =... -.5-. 1,146 = 95* }11,051* 


* Credit. 


General ledger and subsidiary accounts. 
sidiary records should be maintained showing the cost of each 
unit of property, and the amount of liability on each bond issue. 

In the illustration, a single Property account was used for all 
types of assets. It is acceptable, and desirable, to use several asset 
accounts in order to permit the financial reports to show assets by 


Complete sub- 
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broad categories, such as equipment, land, and structures. Simi- 
larly, it is acceptable, and desirable, to subdivide the Investment 
in General Fixed Assets account in order to reveal the source of 
funds used in acquiring the general fixed assets. As subdivided, 
the general ledger might have the following accounts: 


Investment in General Fixed Assets—From Special Assessments 
Investment in General Fixed Assets—From Current Revenues 
Investment in General Fixed Assets—From Gifts 

Investment in General Fixed Assets—From Bonds 


Statements 


So many different statements may be prepared to show the 
operation and condition of the various funds that it is impracticable 
to attempt to do more than mention and illustrate some of the more 
important statements. 

Statement of realization of revenues. From time to time 
during, as well as at the end of, the period, it is desirable to prepare 
a statement showing the relation of revenue accruals to revenue 
estimates, and of revenue collections to revenue accruals. Such a 
statement may be prepared in the form illustrated below. 


Statement of Realization of Revenues 


Fromiscaias.chaes s Toetercncen. 
Accrued | 
Estimate | 
N Tv 
Per | oe Collected ake 
B : Accrued Collected 
udget Total Allow- Net 
ance i 
@ | ® | ©] @] @ (f) (g) 
General Fund: q 2 Ome) 
—_ nl 
Taxes Sarge rs 
Pol S)P AaenierNe Coa B Rey a ® i s 
Licenses.....] “3 x Rode |Le8 
[DRO ae ees > & a7 OA ie © . 
Total ee ar S rey i ai 3 
| | BE |QgaR [Be ! : 
Special Fund: 3 poes ane © 
yee aq ‘BD HD cai q 
axes.......] BS 2 2s as “ 
Licenses..... 2 ® =i) ES a 
JOLT anor rae os Bone jae 
t . TAA aw 
otal.) gaz agg 2 ; & 
SSS [ee Sulsee| S S S S 
BO 1280s HSE om! 1 l 3 | 
g2o aeodeng!|gs a aN ° 
30 rem) Se 2 3 ee os. 
tne IeMoatiaage| & G) D a 


Statement of appropriations. Departmental executive offi- 
cers should be kept informed of the status of appropriations for 
their departments. This can be most easily accomplished by 
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providing them at intervals with copies of the departmental sub- 
sidiary appropriation accounts (general administration, police 
department, and so forth; see page 534). A summary may be pre- 
pared in the form illustrated below. 


Summary of Appropriations 


Fromisa ee teees TOSSA. S% as. 2 
—— et PA = ee 
A Sl Bineadi Unex- Unen- 
aka xpenel- | nended Eneum- cumbered 
priations tures Balance | brances Balanse 
(a) (b) (c) (dq) | (e) 
General Fund: g y 
General administration... . a | Ey 
Police department........ = 
ULC MCG ee ty ee pe > 
LOGRIS ad. Ph ee ee. 
Special Fund: 
General administration... . 
LG. De Seen eae ae ae | 


Amounts shown in subsidiary appro- 


priation ledger. (See page 534.) 
Balances shown in Encumbrances sec- 


tion of subsidiary appropriation led 


priation ledger. (See page 534.) 
accounts. (See page 534.) 


Amounts shown in subsidiar 


(a)—(b). 
(c)-(d). 


u 


Balance sheets. A balance sheet may be prepared for each 
fund and for the property and general bonded debt accounts. The 
illustration on pages 558, 559, and 560 shows a combined balance 
sheet prepared at a date during the period. The illustration on pages 
561 and 562 shows the account balances at the end of the period. 
Either form illustrated could be used for either an interim or a final 
balance sheet. 

The illustrations do not show the treatment of a funded deficit in 
a revenue fund. If it becomes necessary to issue bonds because of 
an accumulated deficit, the entries are: (1) debit Cash, credit 
Revenue Bonds; and (2) debit Funded Deficit, credit Unappro- 
priated Surplus. The bonds should be shown as a liability of the 
revenue fund, since they are payable from revenues to be raised 
by the fund. The condition should be shown in the balance sheet 


somewhat as follows: 


(ORY) ct ae ee $30, 000 Vouchers payable........ $35,000 
Taxes receivable... 50,000 Reserve for encumbrances 40,000 
Unappropriated surplus.. 5,000 

Subtotal........ $80,000 Subtotalovecesae,..s% 5 ter $80 , 000 


Funded deficit.... 15,000 $95,000 Revenue bonds.......... 15,000 $95,000 
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Revenues and receipts; expenditures and disbursements. 
Revenues may differ from cash receipts, because revenues may have 
accrued and been credited to revenue accounts although they have 
not been collected. Expenditures may differ from disbursements, 
because an expenditure is made as soon as a liability is incurred. 

For these reasons it is desirable to prepare, for each fund and for 
all of the funds combined, both a statement of revenues and 
expenditures and a statement of receipts and disbursements. 
In these statements, the revenues and cash receipts should be 
classified by sources (taxes, licenses, and so forth) ; the expenditures 
and disbursements should be classified by departments (general 
administration, police department, and so forth) and, for each 
department, by objects (salaries, supplies, and so forth). 

The statement of receipts and disbursements is made from the 
cash records. Data for the statement of revenues and expenditures 
are obtained as follows: revenues—from the subsidiary ledger 
revenue accounts; expenditures—from the accounts in the sub- 
sidiary expenditure analysis ledger supporting the subsidiary 
appropriations ledger. 
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Assignment Material for Chapter 1 


Questions 


Question 1-1. State six ways of dividing partnership earnings. 


Question 1-2. What matters should be reduced to agreement in the articles 
of partnership? 


Question 1-3. Is it preferable to distinguish in the accounts of a partnership 
between loans made by the firm to a partner and drawings by a partner? Why? 


Question 1-4. Where are loans to and from partners and partners’ ordinary 
drawings shown in the financial statements of a partnership? 


Question 1-5. When a partnership is formed, is it acceptable, as a general 
rule, to record the noncash assets invested by the partners at their cost to the 
partners? Explain. 


Question 1-6. Assuming that there has been no agreement, should interest 
be charged or credited on: 


(a) Capital accounts? 
(b) Drawing accounts? 
(c) Loan accounts? 


Question 1-7. Assuming that the partnership agreement refers only to the 
sharing of net income, how will losses be shared should they develop? Will it 
make any difference whether the loss is an operating loss or a capital loss (for 
example, arising from the sale of a fixed asset)? 


Question 1-8. Describe the income statement treatment of partners’ salaries. 


Question 1-9. In examining the partnership accounts of Black and Brown, 
you ascertain that the capital of $20,000 has been contributed equally, and that 
the articles of partnership provide that, if any excess capital is supplied by either 
partner, it shall be treated as a loan and interest at the rate of 5% per annum 
shall be allowed. Black pays in $5,000 additional and is credited at the end of the 
year with $250 interest, which is debited to Brown. State whether you consider 
this procedure correct, and give reasons for your answer. 


Question 1-10. State where the following items should appear in the income 
statement of a partnership: 


Interest on partners’ capital. 
Interest on partners’ loans. 
Interest on partners’ borrowings. 


Question 1-11. Devise an illustration showing the distribution of net income 
where the partners’ salary allowances exceed the net income. 


Question 1-12. What reason can be given why adjustments of earnings of 
prior periods should be charged or credited directly to the partners’ capital 
accounts? Would any other treatment be acceptable? 


Question 1-13. Is it ever necessary to divide the earnings of a given year 
in a ratio other than the profit and loss ratio currently prevailing? 
565 
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Problem 1-1. 


ASSIGNMENT MATERIAL—CHAPTER 1 


Problems 


Brown and Allen commence business in partnership on 


January 1, 1958. Brown contributes $36,000 as capital and Allen $30,000. It is 
agreed that earnings after interest and salary credits will be divided in the ratio 
of two-thirds to Brown and one-third to Allen, and that interest at 4% per annum 
will be credited on the capital account balances as of the beginning of the year. 


Earnings, salaries, and withdrawals by years were as follows: 


Earnings Before Salary Allowances 


Interest and Paid to Partners 

Salaries Brown Allen 

POSS s Tae eee eee $11,590 $4,000 $6,000 

195 9Fe ween. cee 24,600 4,000 6,000 

1900 eee ert tate 1,500* 4,000 6,000 
* Loss 


Prepare a statement of the partners’ capital accounts for the three years ended 


December 31, 1960. 
Problem 1-2. 


Jones. 
SMITH AND JONES 
Adjusted Trial Balance 
December 31, 1960 

OL) ea Ren tn Otten Me Orica cook tiny ro are 4,628 
Accounts*recéivableweriee’. feaacioe eke eee et 9,122 
Allowance for doubtfull accounts... s..2204-0.0a0en. 
Inventory) December. 3 lhe 959eeacmcc-) oat cee Se eer 13,400 
HQuipments.s.s.: octessskens pte SRS Bao aac ae OL ey seca 32,000 


Accumulatedudeprecitationens riers ater see eer een 
Accounts payables wei Peis satoawee ee cet ao aie ate, ont nee 
Jones wioan GDuerJUl yale mslOGD eee seaycieic ieee eerie 
Sinith. capital «December ol.) ODO ernie are 


Smith drawings oe gana oct ore one caste headed eee ee 800 
Jones, capital, December! 1959 a1. vce are ener 
JONES Ara wi gars. hoe eee eee cee een eS 700 
Salesi) Get 28, Ll) BE Se BE teks OM an eee ead 
PurchasesyAieas, Sabo. Sree) 56. Pe ee 61,000 
Preight: 100). o0.< «2:2. S ee RN a Te ee 630 
Selling expenses. . a0 ha wacesenw pee oeths ir eee mee ee 5,156 
ING bootheVe MA KeM eh INT aa aniviou waa aba aae eaasus 4,114 
Remit @XpOnsewctays, wsansceta neat sicher ants ene nee eer ee 3,600 
Depreciation expenses, wasccienate ete a eee 1,800 
Smith, salary...) swe. seeds ceelstcsrancers ieee a eer 4,000 
Jones, salary sccv nde Gare eee Oe ee 5,500 
Interestion partner's loaties semis irte eee nee 150 
146 ,600 
Inventory; Decemberi3s1060@s. une en eer eee ae 12,700 


The partnership agreement provides for the division of earnings (and losses) as 


follows: 


Interest on beginning-of-year capitals: 4%. 
Salaries: Smith, $5,000; Jones, $6,000. 
Remainder: Smith, 40%; Jones, 60%. 


Withdrawals 
Brown Allen 
$6,140 $4,850 

4148 5,302 

2,600 1,400 


The following data refer to the partnership of Smith and 


111 


7,120 
1,869 
5,000 
22,000 
21,500 


89,000 


146 ,600 


v4 
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Required: 


(a) Financial statements, including a statement of partners’ capitals. 
(b) Closing entries. 


Problem 1-3. The firm of Oakes and Dann has the following profit-sharing 
arrangement: 


Salary allowances: 
Oakes—$6,000 
Dann—$4,800 


Any amounts withdrawn by the partners are charged to their salary accounts 
until such drawings equal the salary allowances. Any drawings by a partner 
in excess of his salary are charged to a drawings account. 


Remainder: 
Oakes—40 % 
Dann—60% 


Give the journal entries to complete the closing of the books under each of the 
following conditions: 


Selected Account Balances 
Debit Credit 


(a) PRevenue-and expenses i) 22952 A ee ea ee 12,000 
Oakesesal ary ery veer gl peor en ae ge ee ees 5,500 
SEIT SAL ATV eRe OR techn ee ee ems APR ete eee 4,800 
(be Revenue-and expense cy... ccractesoaae a hcid ie ageok ene 9,000 
ORK CRSA LR EY pet tlc ahs eens ghee ah 9 ce PR 6,000 
ORKES WOT WINGS oe et cps an nee etka 1,000 
Danie salary Aen ee meter er eect acre ees 4,800 
(ce Revenue and expenses.) ta ch tia ek fete oe 3,000 
Our bra deem emo naa ooiros cede tion aro one 3,200 
DANI SALAT Ys lcs, ee. ele oeceera secre cess eas cere tis ais saan 3,200 
Problem 1-4. <A statement of the capital accounts of Freeland and Hartley 
follows: 
Freeland Hartley 
Balances a JANUaryiel a coer recat cee ran oe eee $36,000 $48,000 
Add: 
Addivions luinvestmente dU ly lace nae eeere sai: 16,000 8,000 
Net income for the year: 
Salaries. to Si yortirte ceo M te AEE: Oe ciara leks 6,000 7,200 
Nnterestionccapitalte tage Pekar hor kt 2,640 3,120 
Remain derseeen stra rca Meee ene a acne iia: 5,181 4,239 
TOs GHLS eee SE Wet He oe asc Bane ce Ben cto ee ce ae $65,821 $70,559 
Deduct drawings: 
INGorit Dy AmiOUNtS ja i co er ls oleae pat ol age $ 4,800 $ 5,400 
Additional drawings made on December 31.......... 1,021 159 
OPAL aS: ba ee: Loo eto koe ee $ 5,821 $ 5,559 
Dainuces, December 81.2 cesi 4: oo ena se ee wea $60,000 $65,000 


If the net income remains the same the following year, and if there is no change 
in the partnership agreement nor any additional investments, how much more or 
less will Hartley’s total share of the net income be than it was this year? 
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Problem 1-5. The partnership of A and B was organized on January 1, 1960. 
The following is a transcript of the partners’ capital accounts for the year 1960. 


Debits Credits 


A, capital: 
January Li OAR Peis ie ee ee en he ener ee $20,000.00 
Ara euist. 1), tare 2: A Stee ee, Das ae eer ee $500 .00 
Octoberil 26 the eee ee eee 2,000.00 
Decemberils nc nape hee a ee eee 100.00 
B, capital: 
JANUS cl rad Nak Rol heee a tee eee een eae ee 15,000.00 
Mare Vo. ote tissnciaitroaeceiat em eis arenes 6,000.00 
PAULUS bs ee ha tore vie 0 are acter ae RN ee ce ee a 2,000.00 
October di ccco.y aco oe ee OR oe RRR ae 800.00 
November Jk: seueatiec, Mele eee Ee 200.00 


Assuming a net income of $20,000 for the year, show how it would be divided 
under the following agreements: 


(a) Division in average capital ratio. 

(b) Interest at 5% per annum on average capital and the remainder equally. 

(c) No agreement. 

(d) Interest at 5% on ending capital balances in excess of original investment 
and the remainder equally. 


Problem 1-6. Cole and Mack had the following clause in their partnership 
agreement: ‘“‘The partners are to be allowed salaries as follows: Cole, $4,500.00; 
Mack, $3,600.00; and these salaries are to be charged against the earnings of the 
business. In addition, Cole is to be allowed a bonus of 20% of the net income after 
salaries and interest have been deducted, and this bonus is to be considered as an 
expense of the business. Any remainder is to be divided equally.” 

If the net income before partners’ salaries, interest, and bonus amounts to 
$19,875.00, and the interest on Cole’s capital account is $1,864.00 and on Mack’s 
capital account is $3,278.00, show how the net income will be distributed. 


Problem 1-7. From the following data relating to the partnership of Adams, 
Brown, and Clark, prepare: 


Income statement. 
Statement of partners’ capitals. 
Balance sheet. 


ADAMS, BROWN, AND CLARK 


Trial Balance 
December 31, 1961 


Cagle i Be ene oh oaccas tet catch Cecite eoeee ncn oat So 7,210 
Accounts Pecelvable. Nueian srt. sey Sig ont Aten eee eae 80,000 
Allowance for doubtful accounts...................... 50 
Inventory—December 31, 1960....................... 125,000 
Accounts. payable:..ts eee ees Se ae ee 59,505 
Notes payable——Clark: (6.96 )\5 o.1sac.scrvunshss ens ieueie classe ete 60,000 
Sales: sss tity tatiweranncd eee ae Sie Gone aren ne 470,455 
PRIYCDASOS Prete 0s aks agen A eee ae 343 ,000 
Employeer’ salaries... .. 25 .attis Beebi nee eas 28,000 
Store, €xpensesiies stn De Lae ER eer rnc ere tan me 82,000 
Business taxes: 4... vege ae sce a ee ae 2,000 
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FACTS. SB LAEY: tary as My a ee ee GREY ae, 6,000 
oFROR AS ERE EN eiataceny wee een Oe SN ee a 0 | ee aa 6,600 
ENS EV a TS Ge 8 anionic aa 7,200 
BACLT S MCRD LCA ssc tiers ro tacy a Pe Eee eee 50,000 
DEO WIOMAD coon cae ee ee Pe ee 30,000 
CAT Cap alee ea ce ee aan Oe Tre este 20,000 


690,010 690,010 


Brown owns the store. The partnership occupies it under an agreement provid- 
ing for an annual rental of $6,000, payable in advance in monthly installments. 
The 1961 rent has not been paid, and is now to be credited to Brown as an addi- 
tional investment, together with interest at 6% per annum on the monthly 
installments. 

Of the interest paid on the partner’s note, $750 applies to the period subsequent 
to December 31, 1961. 

There are accrued business taxes of $320 and accrued employees’ salaries of $300. 

It is estimated that one per cent of the accounts receivable will prove uncollecti- 
ble. 

The year-end inventory amounts to $155,000. 

The partners have an agreement with the employees providing for bonuses 
equal to ten per cent of the net income, with such bonuses to be considered as 
expenses. 

The profit-sharing agreement can be summarized as follows: 


Salinies=—each: parine ber ees. oes coh cep IC. Oe ae Genie Rat bree $7 , 500 
Interest on. January Licapital balances: «2m. «0s e005 ees ee as 4% 
REMAIN Gee ho cee ee ai haa ae ete enone eee 45%, 30%, and 25% 


Problem 1-8. The partnership of Zeff, Andy, and King reported net income 
for the calendar years 1958-1960, inclusive, as follows: 


OES Oi ed >: Weak tot hPa ak ae Panna, ably Micrel $96, 400 
PIC e ee A ROENO I. Ce hee ee ee 78,000 
PRU Ua ahh. ue ca ot, RI fh A eee, 56,400 


King wants to retire from the firm, and for that reason you are asked to prepare 
any necessary adjusting entries, with supporting detail, after considering the 
following information. 

(1) The following inventories were overstated (understated) : 


DecemDer al OoGn | aM lege ee ing a) gay weber a ie $12,000 
DWecem Dero lee OOO te oe ease iat oe cee ttn. noe a ren (8, 400) 


(2) The account Prepaid Insurance was overstated by $600 on December 31, 
1959 and 1960. 
(3) Accounts payable for operating expenses were overstated (understated): 


December ol wl oO eC eM I ee hola tetas a Sika tity senor ($4, 800) 
December a ltl 9 GOR renin ee weak cake oe Snead cach ev Renee ( 1,200) 


The capital accounts of the partners were credited for net income as follows: 


1958 1959 1960 
Vota i UR ier at ds es ath $38,560 $31,200 $19,740 
en et te es ae Rc 38,560 31,200 19,740 
oT apa ie eek cau cio cea eee te ee 19,280 15,600 16,920 
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Problem 1-9. The firm of Jackson, Jenkins, and Johnson was organized on 
July 1, 1959. The partners agreed that earnings, after salaries, should be divided 
on the basis of the net collectible sales made by each partner during the year, and 
that each partner was to be individually responsible for the estimated cost of any 
merchandise sold on uncollectible accounts. All merchandise sold by the partner- 
ship was priced at 150% of cost. Each partner was allowed a salary of $4,000 a 
year payable quarterly, and, in addition, was allowed to withdraw up to $3,000 

er year. 
. The books were closed June 30, 1960, and the financial statements were pre- 
pared. Since the bookkeeper had had no previous experience with partnership 
accounting, you are called in by the partners to determine whether the partnership 
agreement was followed. The following data were taken from the income state- 
ment prepared by the bookkeeper. 


Sales: 

ByJacksonsasiindes sans seine. tee $31,200 

By Jenkins § tren aq ciastrseverce seme hoaeiskoe 39 ,000 

By JOnnson Ree setae eee a 27,600 $97,800 
Costiofrgoods:soldze seo ameter teen arias 65, 200 
Expenses—other than interest, partners’ salaries, 

ENave lil oy:Xo Ool= arseeeene ee ewe he wes olson ae 10,800 
Bad debts: 

Arising from sales by Jackson............... 1,200 

Arising from sales by Jenkins................ 600 
Partners’ salaries 4.u-, ae ee ee ee 12,000 
INGEN COM Gaaty wteaere a tao tear etait mae ee 8,000 


Distributed as follows: 
Jackson Jenkins Johnson Total 


Netiincome) tyre fire oie $2,500 $3,200 $2,300 $8,000 


In addition to the mistakes apparent from an analysis of the data taken from 
the income statement, you discover the following errors: 


Accrued storage space rent was ignored................ ee ce atts $130 
Additional uncollectible accounts: 
Arising arom! sales by Jackson: ja) 2.1 Gens eld toleete Alene ee ee 327 
Axising trom: sales|iby; Jenkitscnacaa: daauy. canna ae eae eee 720 
ATisin gatromysales Dyxu OHDSOMGic sori cate cr a acinar ene 753 


On December 1, 1959, Johnson loaned the firm $3,000 at 4% per annum. No 
interest was paid or accrued on this loan. 


Prepare a revised, condensed income statement, including a section showing 
the distribution of the net income. 


Problem 1-10. Thompson and Reece were partners. Shortly before the 
close of 1960 their bookkeeper left suddenly, and they disagreed about the manner 
of distributing 1960’s net loss from operations, which amounted to $1,190 before 
consideration of interest (the partners agree that the rate is 5%), salaries, or 
drawings. They ask you to arbitrate the matter. You believe that the best 
evidence of their understanding is the manner in which the distribution of earnings 
was made in earlier years. The partners agree that the division of the 1959 net 
income of $24,495 was made in accordance with their understanding of their 
profit-sharing agreement. 

The partners’ capital accounts for the years 1959 and 1960 are shown on the 
following page. 

How should the loss for 1960 be divided? 
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Thompson, Capital 


1959 1959 
Dec. 31 Salary Rah dete. bape GS, O00N WJan’ le-Balances..40 eee 60,000 
Sle Drawings soe ae 1 IGOn July gel lDvestmenteeniera das 2,400 
Balance 5 5.65. 6tccsaee, 65,000 | Dec. 31 Net income......... 10,565 
72,965 72,965 

1960 
Janae Balance. .a5 6 6 ae 65,000 
Sept. 1 Investment......... 1,800 


Reece, Capital 
1959 


May 1 Excess withdrawal... 3,000 | Jan. 1 Balance........... 90,000 
Dee Cyt SET aiaee eae (een 8,000 | Nov. 1 Investment......... 3,000 
Sie OTa WINES fe. eas 1,330 | Dec. 31 Netincome......... 13,930 
Balance perches. 1 94,600 
106 , 930 106 , 930 
1960 
Janer ele Balances eee 94,600 


Problem 1-11. A, B, C, and D are partners. A, B, and C operate separate 
stores and are entitled to bonuses on the earnings of their respective stores, as 
follows: A, 15%; B, 10%; C, 20%. D is in charge of all buying and general 
administration, and is entitled to a bonus on the earnings of each store as follows: 
A’s store, 5%; B’s store, 4%; C’s store, 2%. The net incomes of the separate 
stores, before bonuses were allowed, were: 


AUSISHOTC). ca... 27 ate e137 500,00 
eB STSvOle nhs ey cere 30,800.00 
Oca: StORG ae hearts 14,640.00 

Totalsor 7 rece $59 , 240.00 


Any net income remaining after the bonuses is to be divided equally. Prepare a 
schedule showing the division of the earnings on the following assumptions: 


(1) The bonuses are not to be regarded as expenses. 

(2) Each managing partner’s bonus is to be regarded as an expense of his store, 
which may be deducted to determine the net income on which his bonus 
is based; D’s bonus is then to be regarded as an expense to be deducted 
from the net income remaining after the bonuses to managing partners, 
to determine the net income on which D’s bonuses are based. 

(3) Each managing partner’s bonus and D’s bonus on the net income of each 
store are to be regarded as expenses which may be deducted to determine 
the net income on which bonuses are based. 


Problem 1-12. D, O, and G became partners on January 1, 1951. There was 
no provision in their original agreement covering the sharing of earnings, but the 
agreement did state that the partners were entitled to the following annual 
salaries: D, $6,000; O, $5,000; and G, $4,000. The beginning capital investments 
were: D, $20,000; O, $30,000; and G, $50,000. 

As of January 1, 1956, the partnership agreement was amended to provide 
thereafter for the distribution of earnings after salaries in the ratio of the partners’ 
beginning capital investments. This agreement is still in effect. 

You have been called in as of December 31, 1960 to determine for the partners 


their correct capital account balances. 


SuiZ ASSIGNMENT MATERIAL—CHAPTER 1 


An examination of the records disclosed the following: 
1. Balances per books, as of December 31, 1960: 


ASSOtS? palace ese $270,000 
Iiabilitiesape eee 94,000 


2. Total withdrawals: 


D and O: $3,000 each per year for the ten years. 
G: $3,000 per year for the first five years and $4,000 per year thereafter. 


3. Net income per books: 


LOS eee aa ee $15,000 1956: ond ys $14,000 
1902 ee ee 17,000 TOD 0 Bisex Sonate 16,000 
LOSS tener 19,000 TOOSE. ea ss 20,000 
LOSS Ne or 14,000 ODOR a ee 18,000 
1O9DS 0 scrote 16,000 1A) 3) Utena 22,000 


4. The review of the records revealed that some material errors had been 
made at various times. These errors were as follows: 


(a) The December 31, 1953 inventory was overstated by $15,000. 

(b) The December 31, 1955 inventory was overstated by $6,000. 

(c) The December 31, 1960 inventory was understated by $20,000. 

(d) Depreciation was overlooked on an asset acquired at the beginning 
of 1953 at a cost of $15,000. Assets of this type were being depreci- 
ated by the partnership at an annual rate of 20 per cent of cost, 
and depreciation at this rate was recorded for the asset in question 
for the years 1954 through 1958. 


Prepare any adjusting entries needed as of December 31, 1960 to the partners’ 
capital accounts. Support the entries with schedules in good form. 


Problem 1-13. Bryan and Hanks have been in business for five years. During 
the first three years they shared earnings equally, but during the last two years 
they have shared earnings in the ratio of 40% and 60%. Their capital account 
balances at the end of five years are as follows: Bryan, $33,600; Hanks, $38,240. 

Hanks now wants to retire, but he claims that an inconsistent policy was 
followed in determining the cost of equipment, incidental costs being capitalized 
in some years and expensed in others, as shown by the analysis submitted below. 
Bryan counters that the inventories were determined on an inconsistent basis, 
with the results as shown by the analysis submitted below. 

The partners now agree that all incidental costs should have been capitalized 
and that a consistent method should have been followed in determining inven- 
tories. The partnership computes depreciation by applying a rate of 25% to the 
year-end balance in the Equipment account. 


Ist 2nd 3rd 4th 5th 
Year Year Year Year Year 


Incidental equipment costs capitalized...... ~- — $2,400 $1,800 — 

Incidental equipment costs expensed....... $2,000 $3,000 — — $1,200 

Understatement of ending inventory....... 4,000 — 3,000 5,000 — 

Overstatement of ending inventory......... = 6,000 — —_ 7,200 
Required: 


A schedule showing the capital account balances at the end of the fifth year as 
revised. 
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Problem 1-14. On January 1, 1959, a partnership was formed to engage in 
the business of selling and distributing household appliances to discount houses. 
From the data below, you are to prepare a statement of partners’ capitals covering 
each six-month period of the firm’s existence, with suitable schedules of supporting 
computations, and a balance sheet as of December 31, 1960. 

When the firm started operations on January 2, 1959, X and Y contributed 
$20,000 and $30,000, respectively, as capital for the business. On July 1, 1959, 
A was admitted to the firm, paying in $25,000, and on January 1, 1960, B was 
admitted and paid in $12,000. No interest was to be allowed on the partners’ 
capitals. All partners devoted their entire efforts to the business during the time 
they were partners and were to be compensated at the following annual rates: 
$8,000 each for X and Y, $7,520 for A, and $6,000 for B. Because of the need for 
working capital, salary withdrawals were limited to $400 per month for each 
partner. The partnership agreement, as finally drawn up, provided for a split of 
any net income or loss after salary allowances among the partners involved for 
each six months in the following ratios: X—3, Y—3, A—2, and B—2. 

Formal books of account were not maintained, but an analysis of cash receipts 
and disbursements revealed the following data: 


Six Months Ended 
6/30/59 12/31/59 6/30/60 12/31/60 
Collections on sales made in the six- 
month period ended: 


June 30, 1959............... $36,600 $ 6,200 $ 4,100.$ 2,500 
December 31, 1959........... — 124,200 34,500 8,200 
June GU LOGU re tera ee -- — 192,500 53,900 
December si 19608 oe -- — — 347 , 300 
Payments on purchases........... 65,871 152,382 185,699 338,546 
Rent and other fixed charges...... 5,698 65550) H1Os891 15-12) 140 
Other expenses, ner. Makes wee 262005) 145120" 22),620 232341 
Wiaithdrawalstteet as Jee ican Se 4,800 7,200 9,600 9,600 


Customers’ accounts, all considered collectible as of December 31, 1960, by 


period of origin, were: 
Sales made during six months ended: 


Juneis0;, MO59 ees eee aa ors oe. $ 1,600 
December ot elo See ee eee 3,100 
June SOM LIGO Meehan wane area 8,600 
Decemberntst), 1960H eh.) ns. es 26,700 


A physical inventory on December 31, 1960, showed that the merchandise 
inventory on hand, at cost, including that covered by unpaid invoices of $14,285, 
amounted to $83,084. 

The partners have agreed: 


(a) that ‘rents and other fixed charges” are to be divided equally over the 
four six-month periods; 

(b) that the cost of merchandise sold during these periods may be assumed 
to have been 70%, 75%, 80%, and 80%, respectively, of sales; 

(c) that any merchandise ‘‘loss’’ resulting from the application of the above 
amounts and percentages may be regarded as a proper addition to 
“other expenses”; 

(d) that “other expenses” are to be spread over the four periods in propor- 
tion to sales. 


Assignment Material for Chapter 2 


Questions 


Question 2-1. What is the distinction between buying an interest in a 
partnership and making an investment in a partnership? How would the account- 
ing entries for the two transactions differ? 


Question 2-2. How would you record the fact that F, with the consent of B, 
bought A’s interest in the partnership of A and B at a price in excess of the amount 
of A’s capital account? 


Question 2-3. Two partners agree to admit a third partner. Before the 
admission of the new partner, a Goodwill account is to be placed on the books. 
What entry should be made, and in what ratio will the two original partners be 
credited? State why this ratio is used. 


Question 2-4. Should partnership assets be revalued when a new partner 
enters the firm if he acquires his equity by purchasing an interest as opposed to 
making an investment in the firm? 


Question 2-5. If a new partner purchases an interest at more than book 
value from two old partners, will the cash division between the old partners 
depend on whether implied goodwill is or is not recognized in the accounts? 


Question 2-6. A and B are equal partners, with capitals of $20,000 each. 
They agree to admit C to a one-third interest in the capital and the earnings if he 
will pay in $23,000. They allow him to decide whether a goodwill of $6,000 shall 
be placed on the books, in which case he will be credited with the entire $23,000, 
or whether no goodwill shall appear on the books, in which case he will be credited 
with $21,000. He asks your advice about the better option. 

Would your advice be different if C were to have one-third of the capital but to 
receive only one-fourth of the earnings, A and B sharing the remainder equally? 


Question 2-7. A new partner opposes the recording of goodwill because of 
the possibility that the ultimate effect, should it ever be written off, will differ 
from that if goodwill is not recorded when the new partnership is formed. Is 
this a good reason for not recording goodwill? Support your answer. 


Question 2-8. Why is it important to place current values on noncash assets 
invested in a partnership by a new partner? 


Question 2-9. When a partner retires, he has a right to be paid the amount 
of his equity in the business. However, a question may arise whether his equity is 
fairly measured by the balance of his capital account. Describe three classes of 
adjustments that may be necessary to produced a balance in the retiring partner’s 
capital account which is a fair measure of his equity. 


Question 2-10. At the end of a fiscal year a partner announces his intention 
of withdrawing from the firm and asserts that exactly three years ago the mer- 
chandise inventory was misstated in the accounts. He does not doubt the correct- 
ness of the current inventory amount. Assuming that his assertion is true, under 
what circumstances, if any, would this matter be of some relevance at this time? 


Question 2-11. A, B, and C are partners, sharing profits equally. C is to 
retire. The goodwill of the business is valued at $12,000. Give journal entries 
showing two methods of placing the goodwill on the books, and state which 
method is preferable. 
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Question 2-12. In a case where one partner is retiring from the partnership, 
suppose that the book values of all assets except inventory coincide with current 
market values. The partners agree that the inventory is worth 50 per cent more 
than cost, which is its carrying value, and they agree that the retiring partner 
should receive credit for his share of the increase in value in his retirement 
settlement. However, the remaining partners do not want to have the inventory 
account stated above cost. 

Outline a procedure to achieve equity to the retiring partner and yet leave the 
inventory account at cost on the books of the new partnership. 


Question 2-13. When a partner is retiring and there is implied goodwill or 
bonus present, is the choice between the goodwill or bonus treatment immaterial? 
Explain. 


Question 2-14. When a partner is retiring and there is need to give recogni- 
tion to market values of the firm’s assets, should the adjustment of asset valua- 
tions be for the full amount of the increase or decrease in market value, or for 
only the retiring partner’s profit and loss percentage thereof? Give reasons. 


Question 2-15. Where the settlement with a retired partner is postponed by 
mutual agreement, is it acceptable to leave his capital account open until settle- 
ment is completed? 


Question 2-16. A partnership changes its form of organization to a corpora- 
tion. State what entries should be made on the partnership books to record the 
change in case new books are to be opened by the corporation. 


Problems 


Problem 2-1. Make entries in journal form, and without explanation, for 
each of the following cases. X has a capital of $25,000 and Y has a capital of 
$20,000. Profits and losses are shared equally. 


(a) Z contributes $15,000 for a one-fourth interest in the capital. 
(b) Z contributes $20,000; the total capital is to be $80,000; and Z is to have a 
one-fourth interest therein. 
(c) Z contributes $11,000; the total capital is to be $56,000; Z is to have a 
one-fourth interest therein. 
(d) Z contributes $13,000 and is to have a capital credit of $15,000, or one- 
s fourth of the total capital. 
(e) Z contributes $19,000; the total capital is to be $64,000; Z is to have a 
one-fourth interest therein. 


Problem 2-2. Grinnell, Hodgman, and Innes have net assets of $42,000 and 
capital credits as follows: Grinnell, $20,000; Hodgman, $14,500; and Innes, 
$7,500. They share earnings in the ratio of 45:35:20. They agree to take Jackson 
into the partnership, giving him a 10% interest in the capital and earnings upon 
payment of $5,000 to the other partners. 

Present journal entries with supporting computations to record the admission 
of Jackson under the following alternatives: 


(a) Goodwill in the amount implied by Jackson’s purchase is to be put on the 


books. 
(b) No goodwill is to be put on the books. 


Problem 2-3. Allan and Balch are partners with capitals of $42,000 and 
$26,000, respectively, and they share earnings in the ratio of 3 to 2. They admit 
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Carr to the partnership upon his payment of $22,000 into the firm; the new capital 
is to be stated at $100,000 and Carr is to have a 25% interest in it. 

Prepare a statement showing the capital interests of the partners. 

Submit the journal entries to make the changes. 


Problem 2-4. Upton, Varney, and West were partners having capitals of 
$34,600, $21,300, and $13,300, respectively. They shared earnings in the ratio 
of 3:2:1. Upton wished to retire, and it was agreed that he should be paid $40,000 
for his interest and that the total goodwill of the firm implied by the payment 
should be set on the books. Varney and West continued the business for two years, 
sharing earnings in the ratio of 2 and 1. During that period their earnings totalled 
$33,750. Varney withdrew $14,400 and West $8,400. It was then agreed that the 
profit and loss ratio should be changed to 3 and 2. In the third year, the net 
income was $21,690, and Varney withdrew $7,200 and West $4,200. At the end of 
the third year, they wrote off the goodwill. 


(a) Prepare a statement showing the changes in the partners’ capital accounts 
from before Upton’s retirement through the third year. 

(b) How much more or less did Varney lose by the write-off of goodwill than 
he would have lost if only Upton’s share of the goodwill had been 
placed on the books and if it had been written off at the end of the first 
year? A 


Problem 2-5. Roberts, of Roberts and Rogers, partners sharing profits in 
the ratio of 60% and 40%, wants to retire. The partners agree that the fixed 
assets are undervalued by $20,000, that goodwill is worth $15,000, and that 
Roberts’ share of these increases shall be recorded and credited to his capital 
account. Since the working capital is only $70,000, it is decided that Roberts shall 
receive only one-third of his adjusted capital credit in cash. For the remainder he 
accepts securities, which have been carried as ‘“‘other assets” at their book and 
market value of $12,000, and a six-month note payable. The balance sheet which 
is then prepared appears as follows: 


Assets Liabilities 
Current assets........... $ 53,000 Current liabilities........ $ 52,000 
Other assctseen mee ore 3,000 
Fixed assets ssn oe vee 37,000 Owner's Equity 
Good wills ae ae. fas ee 9,000 Rogers, capital.......... 50,000 
$102, 000 $102,000 


Reconstruct the balance sheet as it appeared before adjustments to Roberts’ 
capital account preliminary to his withdrawal. 


Problem 2-6. Black, Brown, and Green are partners in a business and share 
in its earnings at the respective rates of 50%, 30%, and 20%. At the beginning of 
the new fiscal year, they admit White, who is to invest in the firm sufficient cash 
funds to give him a one-third interest in the capital and in the earnings. The 
following closing trial balance is taken from the old firm’s books: 


RSID soc czy ac dceq ray ok ote ise ace ST ERS eR Een a ge 100,000 
Marketable securities. .usdcnochie ce eee eee 75,000 
Customers), &CCOUNtS inne serene ie ean ae ere oe 225,000 
Accounts payablemnncsd. coco wee eaaeraee ence en eee 50,000 
Bank loane&?.2.... 4, fake ee ee eee 30,000 
Black, capitalcnt sk beqe dqcegeneeiael nao ER ean eas ate ore 175,000 
Brown; capitals: 43<1-113.-< 1.5 cay: Aeheaee aeees S ee  e 100,000 
Greeny capital 55,3. irda ork ae ROL 45,000 


400,000 400,000 
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The securities have a market value of $50,000, and a reserve of $25,000 is 
required to cover bad debts. No other adjustment of the net assets is necessary, 
but the three old partners must among themselves bring the balances in their 
capital accounts into agreement with their interests in the earnings. 


(a) What amount must be invested by White? 

(b) What are the balances in the partners’ capital accounts after White’s 
admission to the firm, and what settlement is made among the old 
partners? 

(c) By what entry are their capital accounts adjusted? 


Problem 2-7. Brown and Morden are partners, sharing profits in the capital 
ratio. Their capitals on July 1, 1960, are $42,000 and $28,000, respectively, and 
there is a goodwill account on the books with a balance of $15,000. 

Nelson agrees to contribute enough cash to give him a one-third interest in the 
capital. Although he acknowledges the existence of the goodwill, he insists that it 
shall not appear on the books, and he requires that all of the money he invests 
shall remain in the business. Profits are to be divided in the capital ratio. 

Give the journal entries for the elimination of the goodwill and the investment 
by Nelson. 


Problem 2-8. Associates and Company is a family partnership engaged in the 
wholesale trade. It closes its books on January 31. During the year, all trans- 
actions are recorded on a cash receipts and disbursements basis, with the excep- 
tion of payroll. However, at the end of the fiscal year, adjustment is made to 
what is termed the “inventory account” for all items necessary to show opera- 
tions and financial position on an accrual basis. 

Partner EF died on October 31, 1959. His will left equal shares in his estate to 
partners A and C and an outsider, F. For purposes of this problem, assume no 
probate period, and that H’s estate is distributed immediately. All remaining 
partners, together with F, agree that the business of Associates and Company will 
continue as a partnership of A, B, C, D, and F, with each partner’s interest 
computed as of November 1, 1959, on a proper accrual basis to October 31 and 
after distribution of E’s interest on that date. 

Depreciation of fixed assets may be ignored. 

Balances as shown by the books of the firm are as follows: 


January 31, October 31, 


1959 1959 

el are one irite ep SE bo elon $ 42,000 $ 55,000 
Imventoryaaccounte yrs cei an anise cr merketee 195,000 195,000 
Hixediagseta agua! 450%... 2 tee oles rt cote ate 60,000 59,000 
FACCEUCG: ayo) raped meet cteast Neots ayarehe teens ta de 29,000 16,000 
INGA ernie Ge legate sues enegedcoghet a car 100,000 60,000 
leehenoin Co Wn soe ones dem emo eee oom co once 168,000 168,000 
Sa leg tae ete Seo Pe hd tg chy SNR Roary 8 — 2,000,000 
ERAN 6-o be See Een crn. domed. —_ 1,725,000 

— 210,000 


Oneratin gies PeCUseSs eae pts clue a 


In addition to the above, the following information concerning the Inventory 
Account was available: 


As of January 31, 1959: Accounts receivable, $80,000; merchandise, $200,000; 
freight claims (on incoming merchandise), $2,000; prepaid «operating 
expenses, $10,000; accounts payable, $90,000; allowances payable to 


customers, $7,000. 
As of October 31, 1959: Accounts receivable, $83,300: merchandise, $221,000; 
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freight claims (on incoming merchandise), $1,500; prepaid operating 
expenses, $6,000; accounts payable, $85,000; allowances payable to 
customers, $8,000. 


Partners’ equities and profit-and-loss sharing ratio: 


Profit and 

Equities Loss Ratio 

ee ee UR Le Meee er Ce Con Tor $ 10,500 6.25% 
f 3 aA RE eimai oc ha iron etd be Gea AD tno bean 52,500 31725 
Cue SE a Se ae eee 77,000 37.50 
Dee Pee a PRR Ce ek 7,000 12.50 
| PR Pa A ante MEE rile Fe Ad Goud raonc cickeokcra Go aie & 21,000 12.50 


$168,000 100.00% 


Prepare a statement of partners’ capitals for the period January 31, 1959 
through November 1, 1959 and a balance sheet as of November 1, 1959. 


Problem 2-9. The partners of Tut Stores have the following capital account 
balances on July 31, 1960: Tuthill, $144,000; Underwood, $216,000; and Thomas, 
$90,000. The partners share profits and losses two-fifths, one-half, and one-tenth, 
respectively. On August 1, 1960, Taylor invests $85,080 in the business for a 
one-sixth interest in net assets and earnings. 


Required: ‘ 


(a) Three alternative solutions, in journal-entry form, to record Taylor’s 
admission to the firm. 

(b) Two alternative journal entries to record Taylor’s admission if, instead 
of investing, he purchases a one-sixth interest ratably from all of the 
partners. 

(c) A schedule of cash transfers in connection with (b). 


Problem 2-10. Fisher and Gregg are partners in a manufacturing business, 
sharing earnings in the capital ratio. They, together with their sales manager, 
Hughes, their factory superintendent, Isaacs, and an outsider, James, have 
developed plans to form a corporation. 

A written agreement, signed by the five parties, contains the following 
provisions: 


The authorized capitalization of the corporation is to consist of enough shares 
of preferred and common stock, of $100 par value each, to meet the require- 
ments stated hereafter. 

Hughes and Isaacs are to contribute, in equal parts, sufficient cash to pay the 
principal of the real estate mortgage which matures January 2, 1961. 

James is to furnish sufficient cash to pay the principal of the demand notes. 

Preferred stock is to be issued in payment for the partners’ equity in the 
partnership, exclusive of goodwill, and for the cash contributed under this 
agreement. 

Common stock is to be issued for the goodwill of Fisher and Gregg, valued at 
one-half of the partners’ equity. 

Fisher and Gregg agree to surrender enough of their shares of the common 
stock received for the goodwill to reduce their holdings thereof to 35% and 
25%, respectively; the shares so surrendered are to be transferred two-fifths 
to Hughes, two-fifths to Isaacs, and one-fifth to James. 

A certified public accountant will make an examination of the accounts as of 
December 31, 1960, and close the books after providing therein for his fee 


ASSIGNMENT MATERIAL—CHAPTER 2 Sap, 


and adjusting the fixed asset balances to agree with the values as determined 
by an appraisal. 
The partnership books are to be continued by the corporation. 


The accountant submits the following balance sheet: 


FISHER AND GREGG 
Balance Sheet 


December 31, 1960 


Assets Liabilities and Partners’ Capital 
CGT gunaet ie a ee eer t $ 50,000 Accounts payable.......... $ 65,000 
Accounts receivable—net.. . 235,000 Demand notes............ 100, 000 
Notes receivable........... 150,000 Accrued interest on notes... 2,000 
Iimventormest:. <4 te 250,000 Accrued interest on mortgage 5,000 
Ried assetss-sees sete: oe 500,000 Accrued taxes............. 13,000 
Real estate mortgage....... 200 , 000 


Partners’ capital: 
Fisher, capital. $500,000 
Gregg, capital.. 300,000 800, 000 


$1, 185, 000 $1, 185,000 


Prepare entries to record the above facts in the manner agreed. The cash 
contributed by Hughes, Isaacs, and James was used for the purposes designated. 
You may assume that all of the transactions occurred on January 2, 1961. 


Problem 2-11. The balance sheet of Hayes and Hogan, a partnership, 
appears as follows: 
HAYES AND HOGAN 


Balance Sheet 
October 31, 1960 


Assets 
Current assets: 
(OPS tert tact oy oar ARUP RACY a arte ree A eS eg $ 4,110 
ecountsirecelvablewncss aaccmes nets Ame $21,216 
Less allowance for bad debts............. 800 20,416 
inventories ee yr-wm. cere mae aes atm aay 24,110 
Prepeidiexpenses. ve wreck a ek cee eae ante 1,014 $49,650 
Fixed assets: 
Purniture anaonxturess. meee ee ee acto $24,100 
Less accumulated depreciation.................... 6,820 17,280 
$66 , 930 
Liabilities and Partners’ Capital a me 
Current liabilities: 
ECON TS PAV ables oie Pie fe ake treat athey te s)2bioe $16,140 
[Acernedvexpenses there sae. wseht eh ns sentation 2,080 $18,220 
Partners’ capital: 
RIV ony Capea sce) neg nates d tata Aer e cd oi $26 , 035 
Hoge) capitals: sour Oe as ee os ES aa 22,675 48,710 
$66 , 930 


Hogan and Hayes share profits and losses equally. ' 

The partners incorporate as H and H Corporation with an authorized capital 
of 5,000 shares of no-par stock, of which 4,400 are issued to the partners in 
exchange for their interest in the net assets of Hayes and Hogan, and the re- 


mainder are issued at $12 per share for cash. 
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The partners agree that the following adjustments should be recorded: 


Allowance for bad debts decreased by...............--------=-- $ 400 
Inventories increased! Dy. sramciese restr Lee tr oe eRe 1,200 
Accumulated depreciation decreased by....................---+. 620 


Goodwill is to be recognized in an amount which will cause the net 
assets of the partnership to equal the cash issuance price of the 
shares to be issued therefor. 


The directors of H and H Corporation establish a stated value of $10 a share 
for the no-par stock and decide to open new books for the corporation. 


Required: 


(1) Journal entries to adjust and close the partnership’s books. 
(2) The balance sheet of H and H Corporation on November 1, 1960. 


Problem 2-12. The partnership of A and B is a distributor for a nationally 
advertised line of farm implements in a small town. The partnership also operates 
a small lumber yard. B is no longer active in the business and has agreed to 
sell his interest in the partnership to A at an adjusted book value as of March 31, 
1960. B is willing to accept A’s 5 per cent notes payable in four annual installments 
of $3,000 each beginning October 1, 1960, and all of the notes receivable held by 
the partnership in part payment for his interest, the remainder of the selling 
price to be paid immediately from cash of the dissolved partnership. 

The trial balance of the partnership as of March 31, 1960, and additional 
information follow. 


Cali rage auc pna oycyertroy oyey treme RSE oases sg I eed eR ee ae 7,100 
Accounts’ receivable... 27° 9 fant one ee ee ee ee 12,050 
Merchandise accounts..0 Ws. .0..1 eee Re ee oe eee oe 22,500 
Property. cin ME ey Pee epee, SS eee eee Rae 7,250 
| Dh4 072) 831 ee aM  eOn eNan ees, Mee NEUE ea SOS Stes cad onde 6,550 
‘Accounts payables. +t: eset. Seer ee Sener eS eee 17,600 
‘A ‘capital 3.245. OS ee Tee, Soa oom eee ae tere 20,550 
B ceapital en coPF Sg een mei cies «| AOR o neo ete tana eee 17,300 


55,450 55,450 


Additional information: 


1. A is the active manager of the business and draws a salary of $500 per 
month. The remaining profits or losses are distributed equally between 
the partners. The partnership normally closes its books on a calendar-year 
basis. 

2. The cash account is properly stated. 

3. The aggregate of the detailed accounts receivable is $14,900 and includes 
$5,650 in notes receivable. Prior years’ tax returns indicate that certain 
accounts have been written off, but no record has been kept of the detail 
of such write-offs. The partners agree that all the notes receivable are 
collectible, but that $1,050 of the accounts will prove to be uncollectible. 

4. The latest physical inventory was taken on December 31, 1959, and con- 
sisted of the following: implements, $10,300; implement parts, $7,800; 
lumber, $4,400; and a used truck, $1,200. The truck is used in the business 
and was priced at the estimated resale value. The cost of the truck is not 
known, but the partners estimate that it had a useful life of three years on 
December 31, 1959. The inventory was charged to the Merchandise 
Account as of January 1, 1960. Other transactions recorded in the Mer- 
chandise Account during the three months ended March 31, 1960, consist 
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of purchases of $38,400 and sales of $39,600. Purchases have been credited 
to Accounts Payable. 

5. Property consists of land, $250; building, $2,000; and equipment, $5,000. 
The detailed records indicate that these amounts represent cost. 

6. Expenses for the three months include A’s salary. Other salaries and wages 
for the same period aggregated $3,500. 

7. Accounts payable to vendors other than the implement manufacturer have 
been recorded on the basis of statements received. No vendors have been 
omitted. The account payable to the implement manufacturer as shown 
by the books does not agree with that vendor’s statement as of March 31, 
1960. You are able to determine that the difference is due to improper 
handling of the 2 per cent cash discount allowed on $30,000 of invoices 
paid during the first three months of 1960. These invoices were credited 
at gross but only the net amount paid has been charged against the 
accounts payable control account. 

8. Your review of tax returns for the most recent three years reveals that the 
invoice cost of merchandise sold has averaged 75 per cent of sales. You 
also note that a $2,000 reserve for depreciation appears in the balance 
sheet in the 1959 tax return. Depreciation has been provided in the return 
on the basis of a twenty-year life for the building and a ten-year life for 
equipment. 


A does not want to close the accounts at this time, preferring to keep the closing 
on an annual basis. However, he does want the accounts corrected. 

Submit journal entries for any corrections of the accounts and for the retirement 
of B as of March 31, 1960. 


Problem 2-13. Kelly, Kinsey, Culbertson, and Malone were partners whose 
capital contributions were $112,500, $202,500, $45,000, and $90,000, respectively. 
Earnings were shared in the ratio of initial capital investments. 

At the end of the second year of operations, Culbertson died. His estate was 
paid the sum of $44,300 and was released from all liability to the partnership. 

At the beginning of the third year, January 1, 1960, Booth, a former salesman 
of the firm, was admitted as a partner with a capital contribution of $100,000 and 
with a guarantee against losses of prior periods. 

The following drawings were made by the partners during the first three years: 


Year Kelly Kinsey Culbertson Malone Booth 
Wee MOF es ek $25,000 $60,000 $30,000 $15,000 $ — 
The ISAS. 33 a Oe SR 30,000 60,000 138,000 17,000 — 
Sens. MEL: PAS «c's. S05 20,000 55,000 — 19,000 25,000 


The net income during the same period was: first year, $270,000; second year, 
$117,000; third year, $280,000. 

After the admission of Booth into the partnership, the profit and loss ratio was: 
Kelly, 40%; Kinsey, 25%; Malone, 20%; Booth, 15%. 

After the books were closed at the end of the third year, it was discovered that 
net income had been misstated by reason of the following facts: 


(1) Depreciation of special equipment had not been taken into consideration. 
Depreciation understatement: first year, $45,000; second year, $54,000; 
third year, $45,000. 

(2) The assets included $75,000 of valueless securities purchased with cash 
contributed by Booth. 


Goodwill does not appear in the books of the partnership. 
Prepare a statement showing the capital accounts of the five partners for the 
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three-year period, giving effect to the necessary adjustments to correct the books. 


Problem 2-14. Four partners share earnings by allowing interest on capitals 
at 6% per annum and dividing the remainder equally. The partnership agreement 
provided that, in the event of the death of any partner, there should be paid to 
the legal representative of the deceased on January 31 of the following year: 


(A) The balance in his capital account at the date of his death. 
(B) Minus the balance in his drawings account at the date of death. 
(C) Plus a share of the net income of the year of his decease, consisting of: 
(1) Interest at 6% per annum on his capital from the preceding 
December 31 to the date of his death; 
(2) A share of the remaining net income estimated on the basis of: 
(a) The average of his share of such remaining net income for the 
last three completed years. 
(b) The portion of the year between the date of death and the 
preceding December 31. 
(D) Plus interest at 6% per annum from the date of death to January 31 of 
the following year, on the total determined in accordance with para- 
graphs (A) to (C) inclusive. 


The surviving partners were to share the remaining earnings equally. 

C died on June 30, 1960. The total net income of the three immediately pre- 
ceding years was $219,600. Each partner had drawn annually in prior years his 
exact share of the total net income, and no partner had made any additional 
investments. 

With the aid of the following trial balance, prepare a balance sheet as of 
December 31, 1960, and a statement of partners’ capitals for 1960. 

The inventory on December 31, 1960, was $125,000. 


Trial Balance—December 31, 1960 


A CADICAL cock Pt oun cae SCE neue Byes ae eeluanen ete 120,000 
BS CADILAIN cutout GLK hoton ce caoy nr oe CRO 110,000 
OS CADILRL Doct cher acme te ne cee Mere nee ee ‘ 100,000 
Dicapitaleneccaer ae cat eke cia Oe ee CEE ee 90,000 
Ay GraWIN GG.) sicieiats aie ais ayes Se Ae eee 12,000 
iS MATA WAN gsl,, Hi he, ci tsk Sette Ske ea, eed, Meat RR 12,000 
COra WIM GAs rrecsc.ccnc ter ean eres sic Porc aaa aoe MOE See 5,000 
DOTA WiN Gat on: Saree r nee eee hk eae 12,000 
Inventory, December 31, 1959.................... 100,000 
Purchases yh. ehoc nce dt pon mt eats 5 eet aie. eas 1,775,000 
Factory wages and salaries... ree. se eee oe 250,000 
IDiscountertakenyyc\ sc. 5 cekaie ee eee ener: Crete ten Ie 20,000 
ales ii x.cen ee eee weak ee ee Cee ee re ee 2,110,000 
Cash 2.5 0G aih kik cee elle | Oe 119,500 
Bad"debtaia: 2.02 aE DE Te a 16,000 
Notes recelvable:«. tazudthdek RP, Ce ee Oe 15,000 
Office salatiossetci thee aoe ak ee ee ee 9,000 
General office;expensesinnsio: cakes ect. eck eee 2,500 
Depreciation: expenses. ia eee oie ee eee 3,250 
Accounts receivable—net...................0.05. 310,750 
Traveling expenses Sik a.nae osetia ae oe 10,000 
Taxes—Hactory. nce: erent eee nen 1,000 
Renfrand taxes=-Ofice. 5. ase ae eee eee 2,000 
Landes 2), pit. oats ate iete sole Be oan iene: oem seree FEE 10,000 
Building y3sc)...2 4. A es ear re 60,000 
Plant.and machinary-njadeu.8. ct eee ee 15,000 


Office furniture and fixtures...................00 2,500 
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Accumulated depreciation.ce ©... anes ee cl. 20,000 
INGtesmpayables cic. cote « one ee 50,000 
INGEOUN TE DAVADICs 2 basso ocak evi ee ooe. eee: 130,000 
interest expense On Notes...) en.atieeaes 0. ..0 7,500 


2,750,000 2,750,000 


Problem 2-15. Andy and Bill have been operating a business for several 
years as partners. For the several years to December 31, 1959, they divided 
earnings in the ratio of two-thirds and one-third. As of January 1, 1960, they 
amended their profit-sharing agreement to a fifty-fifty basis. 

They need additional capital to expand their business and have agreed to admit 
Carl to the partnership as of January 1, 1961, with a one-third interest in earnings 
and in the capital, Carl to pay cash into the business as additional capital in an 
amount equal to one-half of the combined capital of the present two partners, 
redetermined as follows: 

The average net income of the partnership for the past two years, after deduct- 
ing therefrom a hypothetical salary allowance of $4,000 for each partner, is to be 
capitalized at the rate of 10%, which will redetermine the aggregate capital of the 
present two partners. Before such capitalization of net income, the accounts are 
to be adjusted for errors and omissions. 

The business has not followed a strict accrual basis of accounting. As a result, 
the following items have been omitted from the books: 


Balance Balance Balance 


Item 12/31/58 12/31/59 12/31/60 
INGEEUCCKEXPCNSCS >. oy 1.4 Stcas ys Tags se moa $3201, $2,472 $4,361 
INC OLUIGOMMTI COMME a et ase caste aie rorya esis — 250 475 
NET AIGRESPCUSES = tatewte. cuca cee ne ei eathe 1,010 1,226 872 


In addition, no provision has been made for loss on uncollectible accounts. 
It is agreed that a provision of $4,500 is needed as of December 31, 1960, of which 
$600 is for 1959 accounts. Charge-offs have been made to expense in 1958 of 
1957 and prior accounts—$1,200; in 1959 of 1958 accounts—$3,100 and of 1959 
accounts—$400; in 1960 of 1959 accounts—$2,280 and of 1960 accounts—$525. 

The inventory on December 31, 1960, contains some obsolete goods carried at 
cost of $4,300. A 20% write-down is to be made to reduce these items to their 


present value. k 
The following balance sheet and other data are available: 


December 31, 1960 


asherediesl. higtiestahl. aiun $ 7,000 Accounts payable............ $ 43,200 
Accounts receivable.......... 42,500 Notes payable...... Peak Sart wa 000 
Notes receivable............. 6,000 Reserve for depreciation of 
MERON STTOISC oro. cnateasud i ches susie 64,000 AXtUINES aye Ae a prea: 5,300 
SHATeRIXTUTCS None ule tOOm And y.ncapitaliparsec: accu ot 22,000 
Bill eapitaliguesasscr Mer. 36, 400 
$131,900 $131,900 
1958 1959 1960 

Netundomé sper. bookss.. oui <wiviu.aterh al $12,364 $14,585 $16,498 

Andy, capital—December 31................. 20,000 24,000 22,000 

Bill, capital—December 31..........4.-++++++- 25,000 33,000 36,400 


You are to show the computation of the amount that Carl will pay into the 
partnership and prepare a balance sheet as it would appear after adjustment for 
errors and omissions and after redetermination of capital accounts and receipt 
of Carl’s capital contribution as of January 1, 1961. 


Assignment Material for Chapter 3 


Questions 


Question 3-1. Why should losses and gains on realization be divided among 
the partners before any liquidating payments are made to them? 


Question 3-2. What is meant by “the right of offset” in partnership liquida- 
tions? 


Question 3-3. What is the order of priority in the payment of equities in the 
liquidation of a partnership? 


Question 3-4. How should you distribute the cash on hand in liquidating a 
partnership if, after charging off losses: 


(a) One partner has a credit balance in his capital account and the other has a 
debit balance? 

(b) Two partners have credit balances in their capital accounts and one has a 
debit balance? 

(c) A partner has a debit balance in his capital account and a larger credit 
balance in a loan account? 


Question 3-5. If a partnership is insolvent and some of the partners are 
individually insolvent, what is the rule for making payments to firm creditors and 
to individual creditors? 


Question 3-6. A and B enter into partnership on January 1, 1959, investing 
$20,000 and $16,000, respectively, and making no agreement regarding the 
division of earnings. The business is unsuccessful, and it is decided to liquidate. 
On November 30, 1959, after converting all assets into cash and paying all 
liabilities, the partners find that they have $27,000 in cash to divide. Between 
January 1 and November 30, 1959, A has drawn $2,000 and B has drawn $1,000. 
A dispute then arises concerning the division of the $27,000. A claims that the 
money should be divided in the capital ratio—5¢ and 4¢..B contends that, since 
they had made no agreement, they are equal partners, and that hence the $27,000 
should be divided equally. What is your opinion in this matter? 


Question 3-7. State two methods of dividing the cash among the partners 
during a liquidation that would generally produce incorrect results. 


Question 3-8. X and Y have capitals of $50,000 and $6,000, respectively. 
Y manages the business and is allowed a salary. Four thousand dollars of his 
salary has not been paid, and it appears as a credit in an account called Y, Salary. 
All assets have been realized; all liabilities have been liquidated; and there is 
$44,000 of cash for division between the partners. State how this money should be 
divided. 


Question 3-9. A partnership is being dissolved, and after all losses are charged 
off, some of the partners have debit balances and others have credit balances. 
The assets are not sufficient to pay the liabilities. May the creditors collect from 
any partner, or must they collect from only those partners who have debit 
balances, on the theory that the partners with credit balances have equities in the 
partnership assets similar to those of the creditors? 


Question 3-10. Develop an illustration to demonstrate the difference 
between the operation of common-law decisions and the Uniform Partnership 
Act regarding the rights of separate creditors of an insolvent partner. 
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Problems 


Problem 3-1. Ruggles, Stanton, and Tracy are partners, having capitals of 
$32,174.20, $41,907.80, and $27,635.00, respectively. They share earnings as 
follows: Ruggles, 35%; Stanton, 45%; and Tracy, 20%. They sell their assets 
for a lump sum of $140,000.00, which increases the firm’s cash to $150,000.00. 
Of the gain made, $24,000.00 was on a patent which had been developed princi- 
pally by Tracy, and it was agreed that he should have half of such gain before the 
remaining gain was divided among the three partners. 

Prepare a statement of partnership liquidation. There were no liabilities. 


Problem 3-2. C and D are partners sharing profits and losses in the ratio of 
55% and 45%. 

C’s capital investment is $4,500 and D’s is $3,500. It is decided by the partners 
that the business should be dissolved. The firm has liabilities of $7,200, including 
$900 owing to D and $600 owing to C on loans. After realization, the cash on hand 
amounts to $7,500. 

Prepare a statement of liquidation. 


Problem 3-3. Stevens, Carl, Jones, and Brown are partners, sharing earnings 
in the ratio of 341, 441, 641, and 84,. The balances of their capital accounts on 
December 31, 1960, are as follows: 


Stevens.) jas a. ol, O00 
Carl. OF. eee 25,000 
JOneS Ris eieriaet. Sah 25,000 
Brower ears . 9,000 

Total . $60,000 


The partners decide to liquidate, and they accordingly convert the noncash 
assets into $23,200 of cash. After paying the liabilities amounting to $3,000, they 
have $22,200 to divide. 

Prepare a liquidation statement showing how the cash is to be distributed. 

Problem 3-4. The ledger of Howell and Jackson shows the following balance 
sheet accounts before liquidation. 


Noncash assets........... $So5400™  Liabilitiess...a0 es ecr ... $41,420 
Howell, capital........... 24, 250 

Jackson Capital. cae aren 6,730 

Howell, loaner. 60. care 5,000 

Jackson OAM eee aerate 6,000 

$83 , 400 $83 , 400 


The assets were sold for $46,000. Prepare two statements showing the liquida- 
tion of the partnership, one under the assumption that the profit and loss ratio 
was Howell 70% and Jackson 30%, and the other under the assumption that the 
profit and loss ratio was Howell 80% and Jackson 20%. 


Problem 3-5. William West and Burton Bishop are partners, sharing profits 
equally. Their accounts stand as follows: 


Assets Liabilities and Capital 
(CEG) tips: By ee Bene os Ear one beean $ 950 Accounts payable......... $13,600 
Accounts receivable....... 3,600 William West, capital Hee. 7,500 
iMerchandises....5 a. tone 8,200 Burton Bishop, capital.... 2,500 
Land and buildings....... 10, 850 


$23 , 600 $23 , 600 
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They decide to liquidate, and the assets realize the following amounts in cash: 


Accotnts Lecelyable asm ale ecient tee ae eee $2,100 
Merchandise 4. bs4 eas rs sere ott ce eee eee eee 5,600 
land and. buildings7e. screener nee iene ees ee ee 8,000 


Prepare journal entries for the liquidation of the partnership. If necessary, 
assume that any capital deficiency is uncollectible. 


Problem 3-6. On January 1, 1958, Alton and Bestor formed a partnership, 
the terms of which specified that all profits and losses were to be shared equally, 
and that no interest was to be credited on the investments or charged on the 
withdrawals. 

Alton invested $25,000 and Bestor invested $20,000. The books had not been 
closed, but the capital accounts had been charged with drawings. 

On August 31, 1960, the partnership was dissolved; the books had been very 
poorly kept, and, as a result, the following statement was presented to the partners 
as a basis for settlement and was agreed to by them: 


Debits 
Cas bint Sas ce Oe cutest 2, ls. ea eed ci AR aL ae tea etre ae ee eee (cet enc $15,100 
Hxpenses.s\9, Bi ach ai weds Aas ee Ee). sae «Sas 16,700 
Alton; capitalan. aingt?. les eyo. Mba) oo oe ace nts ae es ee 5,100 
Revenue ‘and expense... ot. teeta) eae oe bos eee eee 8,000 
Realvestates(estamated Sv.alue))pesey ean ee ee ene re ere 3,500 
Credits 
Bestor, loam <5 ou Seems) ha etre ee teal arg cela ee Nee $11,200 
Bank loan (six-month, 6% note due October 31, 1960)........... 11,000 


Interest on the bank loan is unpaid as of August 31, 1960. 

The real estate was sold for $3,300, and the note was paid when due. 

Prepare a statement of partners’ capital accounts from the formation of the 
partnership through November 1, 1960, when any available cash was distributed 
to the partners. If necessary, assume that it is not known whether a debit balance 
in a partner’s account is collectible. 


Problem 3-7. G. W. Shelley and 8. E. Mayo enter into partnership on 
January 1, 1960, investing $24,000 and $18,000, respectively, and sharing earnings 
in the capital ratio. They operate two offices, one under the management of each 
partner. Receipts and disbursements of business cash during the year, handled 
through the partners’ personal bank accounts, are as follows: 


Shelley Mayo 


Receipts. tc: taetvnmnt mated: ie nd yeni centers © Sana ieee $50,925 $41,330 
Diss USE TINO 1.8 she Behe ocr vc ee er mn ct 32,140 50,965 


The business, exclusive of any cash, is sold on December 31, 1960, for $50,000. 
How should the $50,000 be divided between the partners? 


Problem 3-8. The firm of Katchel, Lownes, and Macy was insolvent. Prepare 
a statement showing the expected payments to creditors and partners under the 
common-law rule, assuming that the creditors of the partnership will collect on 
their deficiency from Katchel. 


Vashieh inch pagent S40 nSO0) Mioiabilities sta sneer $53 , 620 
Katchel, capital.......... 17,840 Lownes, capital. ......... 2,140 
IMGK CANCUN oa cone one 5 + 6,430 
Viacy, loan ee aan ee 5,000 


$67 , 190 $67 , 190 
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Profits were shared as follows: Katchel, 60%; Lownes, 25%; and Macy, 15%. 
The personal balance sheets of the partners show the following: 


Katchel Lownes Macy 


Rae a RN Ge CPOE eter lia $13,125 $15,628 $36,170 
PADNNGON eS te eh ea Le 8,410 16,100 1,800 


Problem 3-9. Owing to the insolvency of Bruce, the firm of Arnold, Bruce, 
and Camp is compelled to liquidate. They share profits in the ratio of 40:35:25. 
After closing, the account balances are as follows: 


Cashe Ecce e, fs sie $ 23,400.00 Liabilities............ $ 42,140.00 
Accounts receivable. .. 48,650.00 Arnold, eapital....... 63 , 445 .00 
Merchandise ss ebipb scons 37,108.00 Bruce, capital........ 8, 642.00 
Fixed assets.......... 38,580.00 Camp, capital........ 33,511.00 

$147 , 738.00 $147 , 738 .00 


A new firm, Arnold and Camp, is formed. It agrees, with the creditors’ con- 
sent, to assume the liabilities of the old firm, and to take over the assets of the 
old firm at the following values: 


Washriets trials | Ae eel aera re paella. oop! $23 , 400.00 
INCCOUMUSILECOLVA DIC vari ote aad seo a Book eee ee oe eee 41,300.00 
Mor Ghia ti GiSG Mis 6 cle BoB) aia te eg APE ned fot bing a Pe eee 25, 200.00 
IXCCl acne timer hy tue onde th Ky Sn ke oe Men te ee 27,100.00 


All creditors are paid 50 cents on the dollar at once and given notes for the 
remainder of their claims. Arnold invests $10,000.00 and Camp $5,000.00 in cash 
to restore the cash position of the firm. The claim against Bruce is to be carried 
at its realizable value under the common-law rule as an asset of the new partner- 
ship until settled. 

Bruce has personal assets of $7,886.52 and owes personal creditors a total of 
$17,600.00. 


(a) Prepare a statement showing the changes in capital brought about by the 
dissolution of the old partnership. 

(b) Prepare a balance sheet of the new partnership. You may use December 31, 
1960, as the date. 


Problem 3-10. The affairs of the partnership of Colton and Corning have 
become involved, owing to Colton’s habit of mingling his personal and partnership 
affairs. Colton and Corning began business with capitals of $30,000 and $20,000, 
respectively, and share profits in the same ratio. Corning wishes to withdraw, 
and asks you to determine his interest. A balance sheet prepared from the firm’s 
ledger follows. 

COLTON AND CORNING 
Balance Sheet 
December 31, 1960 


Assets Liabilities and Capital 
Cash@eria «3 eto fee es ut SiS cOmebAR DI eS eps te csc $18,344 
@ther assetssaece ose cee 63,170 “Colton, capital’. °.. 0... -.. 24,193 
Corning, capital.......... 27 , 953 
$70 , 490 $70 , 490 


You learn that Colton has paid out of the partnership funds certain mortgage 
notes on properties he owned. These, together with interest, amounted to $18,364. 
In addition to this, Colton sometimes collected accounts and deposited the money 
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in his own account. When the bookkeeper learned of such collections, he would 
credit the account receivable and debit Colton’s capital account. These collections 
were determined to be $13,580, of which $3,460 have not yet been recorded on the 
books. 

On the other hand, at one time Colton satisfied a judgment of $21,300 against 
the firm by deeding to the claimant property which had cost Colton $16,420 and 
was valued at $20,000 at the time of the settlement. This judgment had never 
been recorded on the books. 

The cash balance has been reconciled with the bank account, and the liabilities 
are correctly stated. Colton offers to take over all the noncash assets at $50,000 
and Corning agrees to the offer. 

How much will Corning receive in liquidation? 


Problem 3-11. Jones and Johnson have been partners in a successful business 
for a number of years. They decide to admit two of their employees to partnership 
on the following basis of profit sharing: Jones, 45%; Johnson, 30%; Jennis, 15%; 
and Jergen, 10%. 

It is agreed that Jennis and Jergen will not be required to make any capital 
contributions, but it is provided that in the event of the sale of the assets of the 
business within five years, Jones and Johnson alone will share in the proceeds of 
any goodwill. 

Three years after the admission of the employees to partnership, an offer of 
$185,000 is received for the noncash assets of the partnership. Business currently 
is depressed, so the partners decide to accept the offer. After closing, the ledger 
shows the following account balances: 


Debits 
Cash 2 Si ih ME A Sn teh a ets CMe eee) erate DNS RRS $ 20,000 
Accounts receivable neuaacic acts arise Seek sae ee 28,000 
Notes receivable sq:sumnecnn ties ices Gare Sigs ot dts oan Ae 35,000 
NETO 210G 6) oh achat areca cee ucaiLcRA GEA Sapo icasta aucmose ore Ki on Siro eS 50,000 
Deliverytrack—netissh 5. Sees See eee ae eee eee 1,020 
Building—neti nwa, eee dhite tees eee 85,000 
LE hs\0 rn ee Men ee Cor nm ee Ge aoe oer 7,980 
Jens; Capital sx gem cA case aesieak Oyen a Aol els Ie eae 19,990 
$246 , 990 
Credits hl eal 
Accounts payablet eee, ae ee ere te eee etal een ace ne $ 15,000 
Notes payables i) yge Se Re RB PASE ee Ae 12,000 
Jergenisiloanth 8.4 AL ESW a ay es panel eee’, Supie tery 2 took 2,000 
Jones; capitalicia..yasninie.d: :ebPwacee oh al ah eeets ane 100,460 
Johnsonscapital..sctac Munshyatigeioit ie. Rota aah Oe 115,330 
Jorgen Capital ics cite Ae sce APONTE eR 2,200 
$246 , 990 


The partners pay all liabilities and distribute the balance of the cash to the 
partners. If necessary, you may assume that it is not known whether a partner 
will be able to cover his debit balance. 

Prepare a statement of partnership liquidation. 


Problem 3-12. Walsh, Anderson, and Graham, all active in the auto business, 
believed they could operate advantageously as a partnership. On January 1, 1959, 
the three men accepted, as the basis for organizing a firm, the plan outlined below: 


Capital contributions: 
Walsh to contribute a garage building. 
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Anderson, a mechanic, to sell his repair shop and invest in the new firm the 
cash realized by such sale and his small equipment and tools. 
Graham to transfer to the firm a used car lot, including an inventory of used 
cars. 
Earnings to be shared equally. 


Walsh acted as office manager, and also undertook to keep a double-entry set 
of accounts, but failed to keep them in balance during 1960. He also charged all 
of the partners’ drawings to one drawings account, and when the accounts were 
closed as of December 31, 1959, he treated the $12,600 of drawings as an expense. 

After nineteen months of operations, the partners disagreed over policies and 
decided to liquidate the business. Therefore, on July 31 Walsh closed the books 
and prepared the following list of account balances. 


(ORES ee Be 5 Re, ee on Ferry ABO Fae nrg eo $ 12,600 
Nwen tony, OL used. CALS ane, a5. baotc Ga a eee 12,000 
Garage: dtecd Henle Art hoe US Oe TTd. Ae, yd 14,000 
WsedicarJlotuc.. eecia.k Se ee ee ee 3,000 
Smallequipment: and. tools... 4. sree e ene Seen 1,400 
Noninterest-bearing note payable................... $ 2,000 
6% first mortgage payable—interest payable January 

ANG MVS Lee On begs ghee hel. sicita ey Sa ee 9,000 
Walsh-capitall ooo.) -.n eee. Oe Bae 14,300 
PAUSLEISON, CADIGAL ck cute  RRRUES Rede ce We + os cae 1,300 
(Graham, capital’, oe. 4.. peer ae aoe vee cle 12,200 
alae Peart! FS. 3c stat OT ee ee a TE es eis 70,000 
FIX DENISES Fyre oF. us, s ht hin Ae ek ees en a cs 61,000 
Prariners, Cra wiles demrpuctrs ANY Se. dd ahi eotyae ook 7,000 


$112,300 $107,500 


On August 12, the noncash assets of the partnership and the mortgage were 
taken over by Walsh for $20,200, which was charged against his capital account. 
Interest on the mortgage had not been paid when due on July 31, 1960, but $270 
thereof was paid on August 5. On August 10, the note was paid in full. 

The partners agree that the following drawings were made: 


Walsh Anderson Graham 


ROB ORLA Lem has fe) Sas tease ere ween a $5,000 $4,000 $3,600 
HOGOR RE: shorts . AIR ered Aaa ee alent. reece 2,800 2,500 1,700 


Prepare a statement showing the interests of the partners as of July 31, 1960, 
and a statement of liquidation covering the period from July 31, 1960 through 
August 15, 1960, when the remaining cash on hand was distributed to the partners. 


Assignment Material for Chapter 4 


Questions 


Question 4-1. Wherein lies the danger of making liquidating distributions 
to partners before the partnership assets are all realized and the liabilities all paid? 

Assume that all partnership liabilities have been paid, but that the partnership 
assets have not all been realized. How can a liquidator safeguard himself if he 
wishes to make partial payments to the partners? 

If the liabilities have not all been paid, how may the liquidator safeguard 
himself in making partial payments to the partners? 


Question 4-2. You are to direct the liquidation of the firm of A and B. 


A AND B 
Balance Sheet 


December 31, 1960 


Assets Liabilities and Partners’ Capitals 
CASHES. rteeto tae ecru $15 0008) Laabilitiess. eee eee $ 5,000 
Other assets............. 100;000}@ Ascapital jp ase eee 40,000 
B capital eyon-ccdouye here 70,000 
$115 , 000 $115,000 


Assume that the partners estimate that $2,000 of expenses will be incurred in 
connection with the liquidation of the firm. How much of the $15,000 of cash can 
safely be distributed to the partners as an installment, and how much would be 
paid to each partner? 


Question 4-3. How would the credit balance in a partner’s unpaid salary 
account be treated in the installment liquidation of a partnership? 


Question 4-4. When, if ever, is it acceptable to distribute the cash received 
from installment realization of partnership assets in the profit and loss ratio? 


Question 4-5. Assume that a partnership is to be liquidated in installments. 
What consideration, if any, should be given to the partners’ loan accounts in 
determining the amounts which can be paid to them in installments? 


Question 4-6. Assume that a partner had a loan account and a capital 
account, and that the sum of the balances of both accounts was less than his 
possible losses on future realization. The other partner had only a capital account, 
but its balance exceeded his possible loss. Would it be permissible to waive the 
rule requiring payments of loans before capital and to make a payment on the 
second partner’s capital account before making any payments on the first partner’s 
loan account? 


Question 4-7. How would a note receivable from a partner be treated in the 
installment liquidation of a partnership? 


Question 4-8. Under what circumstances might a partner having a smaller 
capital account balance than the other partners receive more cash than the other 
partners from liquidation of the firm? 


Question 4-9. The balance sheet of Smith and Schmidt appears on the 
opposite page. 
590 
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SMITH AND SCHMIDT 
Balance Sheet 


October 31, 1960 


Assets Liabilities and Partners’ Capitals 
Cashier rs... - idee $ 22,000 Payable to Smith for serv- 
Otherfassets. 1.5. Ask 128,000 ices as liquidator... ... $ 6,000 
Smithy capital et ane ee DoRO00 
Schmidt, capital......... 89,000 
$150, 000 $150,000 


Smith suggests that, since cash is available, the liability to him for services as 
liquidator be paid. Present your opinion relative to the propriety of making this 
payment. 


Question 4-10. You have been consulted in reference to the liquidation of the 
firm of Dover and Duncan, whose balance sheet follows: 


DOVER AND DUNCAN 
Balance Sheet 


December 31, 1960 


Assets Liabilities and Partners’ Capitals 


Noncash assets*......... $76,000 Accounts payable......... $ 6,000 
Doverrcapitals..- cass ee 30,000 

Duncan capital aes ae ne 40,000 

$76,000 $76,000 


* Includes a $6,000 note receivable from Dover. 


Profits and losses are shared 60% to Dover and 40% to Duncan. 

The partners desire to avoid the necessity of consulting you whenever cash 
becomes available for distribution from the realization of noncash assets. Is it 
possible to prepare a plan showing how any cash which may become available 
should be distributed? If so, illustrate the procedure, using the information pre- 
sented above. 


Problems 


Problem 4-1. Romean, Julien, Copar, and Dogmen, partners, decide to 
liquidate their business. All losses on the partial realization of assets to date have 
been charged off, there are no liabilities, and the partners’ capitals are $20,000, 
$14,800, $13,200, and $18,000, respectively. 

There is $6,000 of cash on hand to distribute to the partners, whose profit and 
loss ratios are as follows: 


Romean ssn. ees 26% 
Juheme ees 8 19 
Copar see 25 
DWC Ns SE 65 ae 0 30 
100% 


Prepare a schedule showing how the cash should be distributed. 


Problem 4-2. The partners of the firm of Durant and Company began liqui- 
dating the business on July 1, 1960, at which time the partners were sharing 
profits and losses 30% to Greer and 70% to Durant. The balance sheet is on 
page 592. 
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DURANT AND COMPANY 
Balance Sheet 


July 1, 1960 
Assets Liabilities and Partners’ Capitals 
Cash. (isco) eet eee $ 4,400 Accounts payable............. $16,200 
Receivables: % c.n.2 acmaneae 115200. Durant loan eee 7,000 
Imyventonyieinscircr era eae 19,700 Durant, capital....... $16,600 
Equipment.......... $32,600 Durant, drawings..... 100 16,500 
Less accumulated Greer, capital........ $15, 500 
depreciation. .... 15,400 17,200 Greer, drawings...... 2,700 12,800 
$52 , 500 $52, 500 


During the month of July the partners concentrated on disposing of the 
inventory and realized a total of $16,000 from the entire inventory. Collections 
of receivables amounted to $1,300 during the month, with no losses. 

Prepare a liquidation statement and accompanying schedule showing how the 
cash on hand should be distributed on July 31, 1960. 


Problem 4-3. Prepare schedules showing the first distribution to partners 
in each of the following cases. 
Condition at beginning of liquidation, after payment of liabilities: 


Profit and Loss Ratios 


Partners Capitals Case 1 Case 2 Case 3 
ANG... oes in ine Sere eee $20,000.00 40% 20% 15% 
| 5 Sete cote A Re | Regier me aes Met 25,000.00 15 25 35 
CCE OT ORL ee IY ol Sorts aah MET A 15,000.00 15 20 15 
DD SS 2, Otis opig RO sc Ke: ROS Mena one 5,000.00 5 15 20 
Pte Pet eed ee eee 10,000.00 25 20 15 
otal ieesc org veers ey: one Raat ia Tone ae $75,000.00 100% 100% 100% 

Cash, fondivision-sandurd-an dan: ees! 5,00000w ain a oieent el 

Remainder wiht Sheets $70,000.00 

Cash on hand to be held for expenses, etc. 1,000.00 

INoncash! assets. Ane. ceseee ae ae $69 , 000.00 


Problem 4-4. A, B, C, and D have decided to dissolve partnership. To that 
end, they have liquidated all of their liabilities, and at the date of the first 
division of cash among the partners the conditions are as shown in the following 
tabulation: 


Partners’ Partners’ Profit and 


Partners Capitals Loans Loss Ratio 

a cee eR ARC aM let itty ls BED Kh ao a $24,000 $ 8,000 40% 

BUR Oe FEL OT) TO Res Pee 21,000 6,000 30 

COMER TERME: Bs SER Tete 14,000 14,000 20 

Direc! &. hart. AReSs Rao eens 23,000 10 

Wt OF teens ARTES ry iniic aingeactae Cosme $82,000 $28,000 100% 
Cashiavailable for distributionmas ees aoc eee eae eee ee $ 21,000 
Other: assetsinotiyetirealized strpenaaetcs one deseo ae 89 , 000 
Toteal 34: Givt 0: Aeyetess detente Meee gee reckon chen eae eae gen $110,000 


Prepare a liquidation statement and accompanying schedule showing the 
$21,000 installment distribution to the partners. 


Problem 4-5. The partnership of Mason, Nash, and Otis presents the 
balanee sheet on the opposite page. 
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MASON, NASH, AND OTIS 


Balance Sheet 


(Date) 
Assets Liabilities and Partners’ Capitals 
Cash... -.-. Sita) < saeeh arse PeOVeoO. eAbilities* 4. ce ae ooo $18, 462 
Nashweapitall.s.ccneiaeed 3,880 Mason, capital....:...... 17,144 
Othemiassets... <2... 4 04r (al GOs Otisucapitaleen sf ae 48 , 664 
$84,270 $84 , 270 


The profits were shared as follows: Mason, 55%; Nash, 30%; and Otis, 15%. 
During the first month, assets carried at $23,100 were sold for $20,600, and the 
cash was distributed. 

During the second month, assets recorded at $38,750 were sold for $21,460, 
and the cash was distributed. 

During the third month, the remainder of the “other assets’? were sold for 
$2,800, and it was discovered that no collections could be made from Nash. Mason 
is fully solvent. 

Prepare a statement showing the progress and completion of the liquidation, 
with supporting schedules. 


Problem 4-6. A, B, and C were in partnership, A’s capital being $90,000, 
B’s $49,950, and C’s $50,000. Their agreement is to share profits in the following 
ratio: A, 60%; B, 15%; C, 25%. During the year C withdrew $10,000. Net losses 
of the business during the year were $15,000, and it is decided to close out the 
business. It is uncertain how much the assets will ultimately yield, although none 
of them is known to be bad. The partners therefore mutually agree that, as the 
assets are liquidated, distribution of cash on hand shall be made in such a manner 
as tc avoid, so far as feasible, the possibility of paying one partner cash which he 
might later have to repay. Unpaid liabilities amount to $4,000 and there is cash 
on hand of $800. 

Prepare a cash distribution plan showing how the cash, as it becomes available, 
should be paid out. 


Problem 4-7. The following schedule shows the facts concerning capital 
investments in a firm which is about to be liquidated. 


Drawing Loan 
Profit and Capital Balances Account 
Loss Ratio Balances (Debit) Balances 


SULA Tig eae ape aaa ie 50%  $ 81,000 $15,000 
Brehm al, ENGL e RNY 30 42,000 12,000 
[SPE ee ange ane an ae eee 20 49,000 ($7,000) 

Meeieton. 09,208 10. ae 100% $172,000 ($7,000) $27,000 


Total book values of the assets of the firm, including cash of $9,500, amount to 
$199,000. 


Requtred: 


(a) A cash distribution plan showing the proper distribution of cash as it 
may become available. 

(b) A schedule to show the division of the first $27,000 of cash distributed to 
partners, an amount equal to the partners’ loan accounts. 


Problem 4-8. Dale, Files, and Garth, partners, decide to liquidate. The 
balance sheet of the partnership is on the following page. 
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DALE, FILES, AND GARTH 


Balance Sheet 


(Date) 
Assets Liabilities and Partners’ Capitals 

Casey, Souxiiee eee eens $ 16,400 Mortgage payable....... $ 30,000 
Other assete's). ou. cie Peer 101,860 Other habilities.......... 15,450 
INPXOCUASSCLA nee pe eee A2*300\" ‘Dalescapitalaee eo: eo: = ee 64,000 
Hilesscapitala4..% 5-0 5-- 32,100 

Garth. capita lige seer 19,010 

$160 , 560 $160, 560 


The partners shared earnings in the ratio of 60:30:10. 

During the first month, assets carried at $40,000 were sold for $32,000, but, 
since the mortgage payments were not due, no such payments were made. 

During the second month, the mortgagee agreed to take the fixed assets in 
settlement of the mortgage and to pay $5,000 additional consideration. Other 
assets carried at $26,000 were sold for $19,000. 

During the third month, assets carried at $29,500 were sold for $15,000. 

During the fourth month, the partners were unable to dispose of any of the 
remaining assets for a price. The remaining assets were given away and the 
partnership was terminated. 

Prepare a statement, with supporting schedules, showing the liquidation and 
cash payments by months. 


Problem 4-9. Four partners, who are about to liquidate their firm, close their 
books and prepare the following data: 


Profit and 
Loss Ratio 
Casi zeae. CSR OM iaes ere Rane ree ee ee $ 5,000 
Opherassetsiaers oo cae ee er ae 150,000 
Inia bilitiesscex) 2. see ee SRM Fae $ 20,000 
SAM CADI CAL ec Paton ee eR ee eerie eae ee ers 40,000 30% 
IB CAPlidl ete. tate ae tre ee ea eae: 30,000 20 
Gricapitaleee nas. wesc up herr et eee “40,000 20 
D Ca pibaletcheen icant heme ee Ren ee 25,000 30 


$155,000 $155,000 


It is agreed that A, B, and C shall be free immediately to enter other businesses, 
and that D shall liquidate the business and be allowed a commission, credited to 
his capital account and chargeable as a partnership expense, of 2% of all cash 
collected. 

The following is a summary of the liquidation. You are to determine the 
commission allowable to D, and to show the monthly distributions to the partners. 


First Second Third Fourth 
Month Month Month Month 


Assets realized .on encase ie eects $40,000 $35,000 $30,000 $45,000 
Logs... atten he C3 ch aes eee res 1,000 1,000 1,000 5,000 
Cashycollected iia semeries see aeaee: $39,000 $34,000 $29,000 $40,000 
Hixpenses | paldsine Casha n il. senieeenete 320 320 420 600 
Balance}. .ces ta. es Te eee ed ee $38,680 $33,680 $28,580 $39,400 
Payments to creditors............... 8,000 4,000 8,000 

Balances oo cone io et aie ack Ae eee eee $30,680 $29,680 $20,580 


Prepare a statement of partnership liquidation, with supporting schedules. 
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Problem 4-10. The partnership of Frost, Flint, and Fraser presented the 
following data prior to its liquidation. The profit and loss ratio was 4:4:2. 


Noncash assets........... $93,650 Liabilities,...............~$18,430 
Brostyicapitalis cans see. 34,160 

Dhintacapitaly a. oer 16,630 

Braserucapitalenn se ae 24,430 

$93 , 650 $93 , 650 


During the first month, assets carried at $18,500 were sold for $15,000 and the 
cash was distributed. During the second month, assets carried at $22,400 were 
sold for $18,000. At that time, Flint was anxious to get his money out of the 
partnership in order to get started in another business. He offered to take $10,000 
from the second realization as his final payment, releasing the other partners from 
all other claims. The other partners agreed. All cash was distributed. 

During the next three months the remaining assets were sold for $35,000. 


(a) Prepare a statement showing the progress of the liquidation. 
(b) How much did Frost gain or lose by accepting Flint’s offer? 


Problem 4-11. Prepare a statement of partnership liquidation, with support- 
ing schedules, showing the progress of the following liquidation. The profit and 
loss ratio was W, 40%; Q, 35%; R, 25%. 


(GRYCLOG, 5 a Sake) antag Warm atie $ 4,000 Liabilities................ $12,000 
Other/assetS ar oc.0-.0) ewe. 9270005 #Qeloan. 25 a. nee hen ae 10,000 
Oa 3. Ven ee ere 5,000 

Wercapital lem ane. eer 28,900 

OM Capitals. se yas 25,100 

Fe CADICAL: a. et ek: Reet 15,000 

$96 , 000 $96,000 


Cash Withheld at End of 
Assets Cash Expenses of Month for Estimated 


Realizations Carried at Realized Realization —_- Future Expenses 
Ist month.... $24,000 $21,000 $1,000 $4,000 
2nd month... 14,000 12,000 1,500 2,500 
3rd month.... 30,000 20,000 1,200 1,000 
4th month.... 24,000 8,000 800 —0— 


It is to be understood that all cash available, except the amount withheld for 
future expenses, is distributed at the end of each month. 


Problem 4-12. Use the data in Problem 4-11 and prepare the following: 
(a) A cash distribution plan prepared as of the start of the liquidation. 
(b) A schedule showing the cash payments actually made at the end of each 
month to the creditors and partners, based on the plan prepared in (a). 
Carry computations to the nearest dollar. 


Problem 4-13. Yoder, Fonder, West, and Woods have agreed to dissolve 
their partnership. At this time the partners’ equities appear as follows: 


Yoder Fonder West Woods 


Gapital accounts. Pe $24,240 $32,000 $28,400 $43,000 
[IRariners lOans. eat ee oes 5,400 10,000 2,000 9,000 
Drawing accounts... .. sas 4,600 7,000 5,400 4,040 


Profit-sharing ratios................ 40% 25% 20% 15% 
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The liabilities amount to $33,700. Assets are realized as follows: 


Assets Realized Cash Received Expenses Paid 


IDE HOM Soe noogabenoc $60,300 $22,400 $4,600 
Second monthe-s. eee 74,500 28,900 3,200 
ord smon hice. see 26,800 30,000 300 


The total cash at the time liquidation started was $5,100. The partners have no 
personal assets. 

Prepare a liquidation statement, with supporting schedules, showing how cash 
available at the end of each of the three months is to be distributed and how the 
partners’ accounts are to be closed when liquidation is completed. 


Problem 4-14. Brown, King, and Phelps are partners, sharing profits in the 
ratio of 3:2:1. Their balance sheet follows. 


BROWN, KING, AND PHELPS 
Balance Sheet 


December 31, 1960 


Assets 

Cash th4 stoi Lebipeai Rr JOP Lele ee ies aa BL $ 11,014 

Weeounts TECeIVables ie ae ee ee. ee eee $57 , 911 
Less allowance for doubtful accounts............... 2,100 55,811 
EN VCNbOR VA ran chee ore ee saciid ea ee tea oe pee eer ne eo teeta aa tenia 29,000 
Prepaid expenses wa. ce ooh teacaok pescn eae tea abe tae a 200 
Phelpssloan Ss roca tea sonra gea cea he amt ut Sa cae hots aaa 2,000 
Buildine sitete seer... eee riers MR ee eee ers ak ee 7,000 

Building’. Pept cee eee ee oe ete tien te ee $34,500 
Less accumulated depreciation..................... 12,500 22,000 

HiQUIPMENt 1: 5.5 esaeacloieene Got cat els Rae re eee reece oe $27 , 325 
Less accumulated depreciation..................... 16,010) e285 
Goodwill 545425: Gh ake octets Oe ino ee Ron et eee 30,000 
$168 , 240 
Liabilities EF ees TE 
Accounteipayable 1). cen. geen (ee os ee so ee ae ae . $ 25,819 
ANeorued Expenséess's «dic 8 Come REN ol CRIS ey SA ae 300 
Kini ge) LO ain ie cchcnc don) cin 4 foo ote AERO eb oc I CS Ee eed ed 10,000 
Mortgage. payable. 044.56 anpeian acs RRMIGG o> ORR Sere oe cies oe 18,000 
Totalthabilities, sn Ms ceed eee ee ae eee a ee een eee $ 54,119 

Partners’ Capitals 
BrOWDs CADIGA) . ccctottaric cians ya heeisg: tai nial eae eee esa $66,411 
King capital jon. ssc arte neato ao eee Teo tere een eee 38,019 


Phelpsjicapitalivam ses. tbe f betters 0. Ret ttn ee 9,691 114,121 


$168, 240 


The firm discontinued operations on January 1, 1961, as a result of a decision 
by the partners to dissolve the partnership and liquidate the business. It was 
agreed that Phelps would be in charge of the liquidation and for such services 
would be compensated in the amount of $3,600. 

On January 31, 1961, Phelps submitted the following condensed interim report 
of his activities: 


Cash receipts during January from collections and realizations.... $54,541 
Cash disbursed during January for expenses.................... 3,360 
Cash disbursed to settle the accounts payable and accrued expenses 

as of December 31) 1960 esis seit ste ee, 25,320 
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Estimated future expenses: 
‘To outsiders: oo. ee SRLS Ieee ae 2,400 
POSE Helps Peay F284 he LGN PN ORE AND a BS | ee A 3,600 


Brown’s offer to purchase the building and site for $25,000 by assuming the 
mortgage and having the balance charged to his capital account was accepted by 
the other partners. 


Required: 


(a) A statement showing the amount of cash available for distribution to 
the partners as of January 31, 1961, after reserving the full amount 
estimated to be required to complete the liquidation. 

(b) Working papers to show how the cash available on January 31, 1961, 
should be distributed to the partners. 


Assignment Material for Chapter 5 


Questions 


Question 5-1. Define the term “venture” as it is used in accounting. 


Question 5-2. Describe two methods which may be used to record the 
transactions of a joint venture. 


Question 5-3. Assuming that a separate set of books is not to be kept, 
describe how each participant will record each of the transactions listed below. 


(a) Merchandise contributions. 

(b) Cash contributions. 

(c) Expenses paid from the venture funds. 

(d) Expenses paid by one of the participants. 
(e) Sales. 

(f) Cash withdrawals. 

(g) Closing of books and distribution of a gain. 
(h) Final cash settlement. 


Question 5-4. How are gains and losses from joint ventures shared? 


Question 5-5. Under what circumstances is it inadvisable to adjust the 
venture accounts to recognize an interim gain before the venture is completed? 


Question 5-6. List several conditions that would tend to favor the adoption 
of a separate set of books for a joint venture rather than incorporating the 
venture transactions in the books of the participants. 


Question 5-7. Describe the balance sheet presentation for uncompleted 
ventures. 


Question 5-8. Assuming that a separate set of books is maintained for a 
joint venture, describe the nature of the entries typically found in the Joint 
Venture account in the books of a participant. 


Problems 


Problem 5-1. Newman and Coleman formed a joint venture to acquire and 
sell a particular lot of merchandise. Newman was to manage the venture and 
Coleman to furnish the capital, and they were to share equally in any gain or loss. 
On May 5, 1961, Coleman sent Newman $10,000 cash, which was immediately 
used to purchase merchandise which cost $10,000. Newman paid freight of $240 
on the merchandise purchased. On May 19, one-half of the merchandise was sold 
for $7,200 cash. Newman paid the cost of delivering merchandise to customers, 
which amounted to $360. No further transactions occurred through May 31, 1961. 

A separate set of books is maintained for the venture. 


Required: 


(1) Entries on the books of each participant to record venture transactions. 
(2) The necessary adjusting entry on the books of Newman on May 31, 1961, 
assuming that he closes his books on that date and that he desires to 
recognize the gain on the uncompleted venture. 
(3) The presentation on Newman’s May 31, 1961 balance sheet of all items 
related to the joint venture. 
598 
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Problem 5-2. In a certain joint venture, Craig was to supply merchandise, 
Bass was to provide funds, and Drake was to sell merchandise. Drake was to be 
allowed commissions of 3% on the gross amount of all collected sales. Craig and 
Bass were to be credited with interest at 6% on all amounts outstanding. 

On May 1, Craig shipped merchandise valued at $12,000 to Drake, who received 
it on May 10, when he paid freight and insurance charges of $449 on it. On May 7, 
Bass sent Drake $10,000. On May 26, Drake purchased more merchandise for 
$9,200. Drake made various sales amounting in all to $16,000. These were 
collected less a 2% cash discount on June 20th, with the exception of accounts 
totaling $1,200, one of which, amounting to $960, was considered uncollectible 
and was written off. On June 30, Drake sold more merchandise for $8,000, which 
was collected, less 2%, on July 10. Drake was unable to sell the rest of the 
merchandise, and Craig agreed to take it at $780, which he did on July 30. On 
that day the venture was closed and settlements were made. Drake agreed to 
accept the uncollected account at its face value. 

The first method of keeping joint venture accounts is to be used. 


(a) Prepare the journal entries, in columnar form, for all sets of books. 

(b) Show the Joint Venture account as it will appear on all sets of books. 

(c) Show the account with each participant as it will appear on the books of 
the other participants. 

(d) Show how Craig will present the facts relating to the venture in his balance 
sheet on June 30. 


Problem 5-3. Refer to Problem 5-2. Record the transactions described in 
that problem, using the second method of accounting for joint ventures. 


(a) Prepare journal entries, in columnar form, for the four sets of books. 

(2) Show how each participant will show the facts relating to the venture in 
his balance sheet on June 30. You may assume that Drake does not 
withdraw his commission until the close of the venture. 


Problem 5-4. During the year 1961, L. 8. Cross has been the manager of a 
joint venture conducted with A. R. Lotus and H. B. Dunham. On the completion 
of the venture, Cross is to receive a bonus of 10% of the venture gain, before 
deducting the bonus as an expense. The venture is completed as of July 31, 1961. 
On this date the accounts of Lotus and Dunham include the following debit and 
credits: 


On Books Of 
Lotus Dunham 
AccountpwithiCross sth 2a isisee fees rics. $ 813.75 Cr. $813.75 Cr. 
ACcountiwith Dunhaminne..% oe teeter! 1,811.60 Cr. 
FACCOUNTtRWIGDL LOUIS SY Gata scl naet ent wala c 912.35 Dr. 


The venture is still carrying unsold merchandise, which Cross agrees to take 
over at its cost of $2,114.30. The bonus to Cross has not been recorded. 

The venture agreement is silent about the division of gains and losses. 

Prepare entries on the books of Lotus and Dunham to record the closing of the 
venture and the final settlement among the participants, starting with the above 
balances. 


Problem 5-5. Frank Fuller was a participant in a joint venture with Paul 
Pelham. Both men were individual proprietors of their own wholesale businesses. 
On June 10, 1961, Fuller shipped merchandise which cost $8,000 to Pelham, 
who was to manage the venture. Pelham recorded the receipt of the merchandise 
by debiting Purchases and crediting an account with Fuller. On June 20, 1961, 
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Fuller mailed a check to Pelham for $5,000, which the latter recorded by debiting 
Cash and crediting the account with Fuller. 

A summary of the joint-venture activity during the month of June is submitted 
below. It was secured by analyzing the accounts used by Pelham to account for 
the affairs of his own wholesale business, since he failed to set up a Joint Venture 
account. 


Contributions to venture: 
Merchandise—at cost: 


Pelham, she os. cccot ccs coe pap ieee ott ee a eee $ 6,000 
Ballers. | covtasiset tacks soho NOE oe Oo ee eee ee ae 8,000 
Cash: 

Puallér’.. 2a. Be eee eee eet ee rae eee eee a 5,000 
Cost of special merchandise purchased for joint venture.......... 4,000 
Expenses paid by Pelham: 

Advertising nA og co) Sse ce chee, Seer: be Sata Seat ss 400 
Freight on merchandise contributed by Fuller................ 300 
Delivery, ofamerchandise sco) diay eek terete ate eee 200 
Sales—all of the merchandise contributed and pultchased by Pelham 
and one-half of that contributed by Fuller—selling price....... 14,000 
Required: 


(a) Adjusting entries on the books of Pelham on June 30, 1961, to set up a 
Joint Venture account. Include whatever entry is required to give 
recognition to the gain or loss on the uncompleted venture. Pelham’s 
books have not been closed. Disregard interest. 

(b) The presentation in Pelham’s June 30, 1961 balance sheet of all items 
related to the joint venture. 


Problem 5-6. MacDonald and McQuarrie entered a joint venture to sub- 
divide some acreage. Inasmuch as the venture was likely to extend over a long 
period of time, separate books were maintained for the joint venture. On June 15, 
MacDonald sent $20,000 to McQuarrie, which was to earn 6% until repaid. 
McQuarrie was to carry on operations and to receive a 5% commission on all 
sales and 40% of any gain resulting from the venture. 

On July 1 he purchased the land for $48,000, giving a 6% mortgage for $33,000 
and cash in payment. Interest is payable semiannually, or upon payment of any 
installment if paid earlier. On August 1 MacDonald advanced an additional 
$22,000 on the same terms, to be used to pay for improvements. The actual cost 
of the improvements was $19,000. By December 31 sales totaling $52,000 had 
been made and collected in cash. The unsold land at that date was inventoried at 
cost at $44,100. Advertising, office expenses, and other expenses, in the amount 
of $11,420, exclusive of commissions and interest, had been paid. The mortgage 
was reduced by $5,000 on September 30, $8,000 on October 31, $6,000 on 
November 30, and $4,000 on December 31; interest was paid for 3, 4, 5, and 6 
months on these installments. All commissions earned by McQuarrie were paid 
to him on December 31; interest was allowed MacDonald for 614 months on his 
first contribution and for 5 months on his second contribution; and all cash on 
hand in excess of $5,000 was returned to MacDonald. 

MacDonald requests statements showing his share of any gain to date and the 
financial position of the venture. 


(a) Prepare the journal entries for the venture books. 
(b) Prepare the journal entries for MacDonald’s books. 
(c) Prepare the statements requested by MacDonald. 
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Problem 5-7. The following Joint Venture account reflects the transactions 
of the venture of Hinds, Lear, and Armour as recorded by each participant. 


Joint Venture 


1961 1961 
Nov. 6 Merchandise—Armour. 8,500 | Nov. 20 Cash sales—Hinds.... 20,400 
8 Merchandise—Lear.... 7,000 | Dec. 12 Cash sales—Hinds.... 4,200 
10 Freight paid—Hinds... 200 28 Merchandise—Lear... 1,210 
12 Advertising—Hinds.... 150 
Dec. 8 Purchase—Hinds...... 3,500 
14 Selling expense—Hinds 400 


The venture agreement provided for the division of gains or losses among 
Armour, Lear, and Hinds in the ratio of 2:3:5. The venture was to close as of 
December 31, 1961. 


Required: 


(1) Journal entries on the books of Lear for the joint venture transactions, 
assuming that the perpetual inventory method is being used. 
(2) Journal entries on the books of each participant to record: 
(a) Division of venture gain or loss. 
(b) Final settlement among the participants, assuming that all trans- 
actions of the joint venture are shown in the above account. 


Problem 5-8. Samuel George, who is in the real estate business, arranges 
with Y. E. Stevens and Arthur Corona to purchase a parcel of ground and to erect 
buildings for sale or rent. Contributions of capital and distributions of earnings 
are to be equal. 

George takes from Henry Gamble title to 200 feet of land at 3030-34 Simons 
Avenue for a consideration of $9,000.00, paying $4,000.00 cash and giving back 
mortgages on the property at 3034 for $2,000.00 and at 3030 for $3,000.00. He 
pays $70.50 for bringing the abstract down and for recording fees. 

He sells a 20-foot strip off the back of the property for $920.00 cash. 

Twin houses are erected by Corona on the remaining property at a cost of 
$7,015.00 each. A second mortgage of $5,000.00 on each of the pieces of property 
is executed jointly by the three partners, and the proceeds of the two mortgages 
are turned over to Corona in part payment for the houses. The mortgagee, how- 
ever, deducts $60.75 insurance premium on the two houses before turning over 
the proceeds. 

George pays Corona $1,500.00 in cash. 

Corona submits a bill of $810.10 for a garage and extras on the property at 3030. 

The property at 3030 is sold to Max Tosty for $15,150.00, $500.00 earnest 
money being received. 

Stevens and Corona each pays $1,000.00 to George, who pays off the original 
mortgage on this property, plus interest of $41.10. Tosty then assumes the 
$5,000.00 mortgage on the property, including interest amounting to $210.00, 
and gives back a second mortgage of $3,500.00, paying the balance in cash. 

The gain on the property sold need not be computed, nor need separate 
accounts be opened for the respective pieces. 

Record these transactions on the books of George, and draw a trial balance of 
the syndicate transactions; then show what amount should be paid by one 
or more members of the joint account to others, to equalize their respective 


investments. 
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Problem 5-9. Hilliard, Zimm, and Jeffrey entered a venture on September 30, 
1961, to dispose of their holdings of the common stock of Georgia Timberlands 
Company. Gains or losses are to be shared in proportion to the number of shares 
contributed to the venture. 

Hilliard contributes 6,000 shares, which had cost him $42 a share; Zimm, 
10,000 shares, which had cost him $58 a share; and Jeffrey, 4,000 shares, which 
had cost him $62 a share. 

The market value of the shares when the venture began was $40 a share. Zimm 
was to handle the liquidation for a flat fee of $3,000 plus his expenses. 

On October 20 he sold 4,500 shares at an average price of $44 a share. 

On November 1 Georgia Timberlands Company distributed a stock dividend 
of 20%. Zimm sold 5,000 shares, ex-stock-dividend, on November 5 for $25 a 
share. On November 15, the company paid a cash dividend of $1 a share. On 
November 22 he sold 6,000 shares for $28. The remainder of the shares were sold 
on December 20 for $35 a share. Zimm’s expenses totaled $4,700. A distribution 
of the proceeds was made on December 31. 


(a) Prepare the journal entries as they should be recorded on Hilliard’s books. 

(b) Submit the Joint Venture account as it appears on all sets of books. 

(c) What was Hilliard’s total gain or loss on the disposition of his stock 
investment? 


Problem 5-10. Ten men went on a fishing trip. A, B, C, D, HE, F, G, and H 
were with the party ten days; J left at the end of four days, and K left at the 
end of six days. Each was to pay his traveling expenses, fishing license fee, and 
any personal expenses. The cost of board and room at the resort, guides’ fees, 
bait, fishing boat rentals, tips, and so forth, was to be charged to each member of 
the party in proportion to the time spent. 

The bill rendered by the resort at the end of ten days included the following 
items: 


Fishing licenses—A, B, J, and K................ $ 12 
Board and. roOmcrack tae omag eit. treet ee ici 400 
Guides wigs oh acisocncrus aches chan ree Re eee 100 
‘Backing atts ni toss N00) ei Gye eet eee eee 5 
Cigars==D'F eee ot, ete a) es ee ae 3 
Long-distance telephone—A..................... 2 

ST Ota Ls is ene: oo atic ge Oem eas Sree ee $522 


Cash in the amounts shown below was contributed by the ten men for the 
payment of this bill. 


‘Ales sash t sites sted Sst tues hee ate $ 85 
Bo. wane tisk ee ee 75 
Oe ST Oe ee a ee en 60 
Di 238,02) 5k Dee EL, the aaa 80 
Be Pee Oa eT ARS a ae Tae 60 
Ba SP a ee Oe ee ne eee 45 
GATE REE AR, ova era a 45 
HE) shill AG) Rag A OR eae aac Hane 30 
Fas shvodit a Fe QRagi aa aide hemes Bilton 2 rea ate 25 

Totalah sca ayes slined a ibeee Weenie $522 


Other payments made by members of the party for group expenses are shown 
on the following page. 
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B—Rent of boateat, Trout Dake nk - sede. wero on $ 10 
E—Rent of boats at Loon. Lake... .. ..: shecaax ce. 15 
G—Rent of launch for pleasure tour—As A, C, E, J, 

and K were not on this tour, they are not to be 


charged with any of the expense............... 30 
Oo 3 Bees eR rN ee Nn alee pel hes elcayl seal boy 10 
Total cmt cin cee ee ee gn ee: $ 65 


F was asked to prepare a report showing the final settlement. To those who 
had paid more than their share of the joint expense, he remitted his personal 
checks; those who had paid less than their share were requested to remit to F. 

Prepare a report such as F might have rendered. 


Problem 5-11. Harvey, a general contractor, entered into a venture building 
small homes with Moon, a plumbing and heating contractor, and Gumball, an 
electrical contractor. 

Twenty-five homes were to be constructed by the participants in 1961 on land 
owned by Harvey. It was agreed that each participant would bill the venture 
monthly for the cost of all materials and labor, and that drawings would be 
permitted against such billings from a fund to be created by securing advances 
from a local bank, with the land and houses, completed and under construction, 
pledged as security. 

It was further decided that Harvey was to receive a flat price of $45,000 for the 
land, which cost him $28,000, and that he would supervise the rough grading, 
cement work, and landscaping without compensation. A local real estate agent 
agreed to sell all of the homes for a commission of four per cent of selling price, 
on the condition that he be given an exclusive agency for the sale of these homes. 

Net income, after all costs to the venture, was to be divided as follows: Harvey, 
60%; Moon, 30%; and Gumball, 10%. Each participant has agreed to inform the 
others of his expenditures in behalf of the joint venture by submitting monthly 
reports. 

Transactions for the venture were as follows: 


April 1. $42,000 was advanced by the bank to a separate bank account 
established for the venture. The venturers signed the loan agreement with the 
bank, each thereby agreeing to be personally liable for one-third of the advance. 
Any participant may draw on the account, but it is understood that, as a 
general rule, the joint venture bank account will be drawn on only to reimburse 
the participants for amounts spent in behalf of the venture. 

April 26. A check for $2,500 was drawn on the venture bank account for the 
rough grading of the land. 

May 31. Costs incurred to this date were: Harvey, $47,800; Moon, $16,300; 
monthly reports were submitted. 

June 7. Harvey drew $30,000 from the venture bank account to meet his 
operating requirements. 

June 23. An additional $60,000 was advanced by the bank to the venture 
on the same terms as above. 

June 30. Costs incurred during June were as follows: Harvey, $64,700; 
Moon, $37,400; Gumball, $9,300. Monthly reports were submitted. 

July 1. Withdrawals were made from the venture bank account as follows: 
Moon, $35,000; Gumball, $10,000. 

July 6. Harvey wrote a check on his own bank account in the amount of 
$2,980 for cement sidewalks. Harvey charged this to the venture, but failed to 
include the item in his July report to the participants. 
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July 8. Withdrawals were made from the venture bank account: by Harvey, 
$15,000; by Moon, $5,000. 

July 20. Ten completed houses were sold at a total price of $172,000. The 
net proceeds from the real estate agent, after deducting his commission, were 
deposited in the venture bank account. A check was then drawn in favor of the 
bank for $51,500, $500 of which was for interest. 

July 21. Harvey paid the property taxes on the land for the first half of the 
year, amounting to $2,060, with his own funds. 

July 31. Reports covering construction work were presented to the partici- 
pants in the venture in the following amounts: Harvey, $31,240; Moon, 
$13,970; Gumball, $10,560. The report from Harvey omitted the disbursement 
of July 6 for sidewalks, but included the property taxes. 

August 2. Harvey paid $1,000 to a cement contractor and $4,000 to the 
nursery landscaping the project. He used the venture bank account. 

August 4. Withdrawals from the venture bank account were as follows: 
Harvey, $35,000; Moon, $30,000; Gumball, $10,000. 

August 29. Twelve homes were sold for a total of $191,000, and the net 
proceeds from the selling agent were deposited in the venture bank account. 
The bank was paid $51,800. Harvey drew $20,000 from the venture bank 
account. 

August 31. Costs for the month were reported as follows: Harvey, $9,200; 
Moon, $7,200; Gumball, $3,100. Harvey’s costs included the August payments 
to the cement contractor and the nursery. 

September 1. Withdrawals were as follows: Moon, $15,000; Gumball, $3,500. 

September 5. Gumball received a refund of $200 from a supplier for an 
overcharge on materials purchased in August; all of the materials involved 
were used in the venture houses. Gumball did not notify the participants in 
the venture of this refund. He gave the venture proper credit in his accounts. 

September 10. Payment of $680 was made from the venture bank account 
for cement work. No participant included this in his report of expenditures. 

September 12. The remaining homes were sold for a total of $58,000, and the 
net proceeds were deposited in the venture bank account. 

September 15. Harvey reported to the participants that on September 14 
he paid out $7,360 in behalf of the project, and indicated that, of this amount, 
$2,100 was for landscaping and $1,300 was for cement work. Harvey then 
withdrew $12,000 from the venture bank account. 

September 16. Final reports for September costs were submitted: by Moon, 
$2,530; by Gumball, $1,210. 


The venture was completed as of September 16. Any adjusting entries required 
to reconcile the accounts of the participants are to be made at this time. 


September 20. Final settlement was made and the venture bank account 
was closed. 


Required: 
Journal entries on the books of Moon: 


(a) Assuming that separate books are not maintained for the venture; 
(b) Assuming that separate books are maintained for the venture. 


You may omit explanations. 

Under (a) above, show how the accounts relating to the joint venture would 
appear in the interim balance sheet as of July 31, without making any attempt 
to determine whether a gain or loss existed on the uncompleted venture. 


Assignment Material for Chapter 6 


Questions 


Question 6-1. Differentiate between a consignment and a sale. 


Question 6-2. Give some reasons why a consignment arrangement may be 
attractive to a consignor and a consignee. 


Question 6-3. Describe the rights and duties of a consignee. 


Question 6-4. How should consignment in accounts be shown in the 
consignee’s balance sheet? 

Assume that the consignee keeps a controlling account with consignments; 
how should the balance of the controlling account be shown in the balance sheet? 


Question 6-5. Describe the nature of the account ‘‘ Deferred Consignment 
Expense.” 


Question 6-6. Describe the operation of the Consignments Out and Consign- 
ment Shipments accounts when consignment sales are not kept separate and the 
periodical inventory basis is used. Where are these accounts shown in the financial 
statements? 


Question 6-7. Comment on the acceptability of the following accounting 
procedure as practiced by a consignor: 


Consign nTentiOUte nee sesh ln APNEA cere te Ee ne See oe 10,000 
Sales 4. AM ee eh EO ae eR Se Tene 10,000 
To record consignment of goods in terms of retail selling 
prices. 
COREIN ta. ciate Sh MES ee EE Petes ns RC aoe rem ee 4,400 
SellingxCOMMMISSION = g-c5 7 4 scene gs Ord = a ae 500 
HIRE htOUte re ee ere eer Bert oe rn en kr gs 100 
Consignment OUutb..6 ee es cone ev se nn i eo aera 5,000 


To record account sale reporting sale of one-half of con- 
signed goods for $5,000 less freight charges paid by con- 
signee on the entire consignment and the 10% selling 


commission. 
Gontiotitsales Gas ait ald ie Be Bees ce oe rene eee 3,000 
INVEntOrVans. co bees. Seco eee be eee eens 3,000 
To remove goods sold from perpetual inventory. 
Seles tbe spears sere Sent a actin cae ore ck cect ce dew dee oo 5,000 
AB VETEDE Vis wien: asi Sas xsd ne eh ok ce, Male «noc 3,000 
(Consipmiment, OU ts akc t nace ee aren toe anne reek 1,950 
Preigh tO Gish ae hac pers ee PET 8 athe ah A 50 


Adjustment at year end for unsold goods consigned. 


Question 6-8. Develop an illustration showing the entries to be made on 
the books of the consignee and the consignor when a consignee returns unsold 
goods to a consignor. Assume that the consignor keeps consignment sales separate 
from regular sales and uses a perpetual inventory system. 


Question 6-9. What adjustments should the consignee make at the end of 
the accounting period because of consignments on which he has made partial 


sales without rendering accounts sales? - 
5 


606 ASSIGNMENT MATERIAL—CHAPTER 6 


Problems 


Problem 6-1. On June 13, 1961, Kool Manufacturing Company consigned 
five refrigerated display cases, costing $900 each, to Equipment Wholesale 
Company. The cost of shipping the cases to the consignee amounted to $90, 
which was paid by the consignor. 

On November 30, 1961, an account sales was received from the consignee, 
reporting that all of the cases had been sold for cash at $1,200 each. The account 
sales was accompanied by remittance of the amount due, after deduction of a 
commission of 10% of the selling price and expenses paid applicable to the 
consignment, as follows: 


Advertising sneer cr $35 
Deliveryie. eee or 45 
Installations) ae 70 


Prepare journal entries on the books of Equipment Wholesale Company to 
summarize the transactions described above. 


Problem 6-2. Refer to the data presented in Problem 6-1 and prepare 
journal entries, in parallel columns, to record the transactions on the books of 
Kool Manufacturing Company under each of the following assumptions: 


(1) Kool Manufacturing Company uses the perpetual inventory basis, sepa- 
rates consignment sales from regular sales, and records net proceeds of 
consignment sales. 

(2) Kool Manufacturing Company uses the periodical inventory basis, does 
not separate consignment sales from regular sales, and records gross 
proceeds of consignment sales. 


Problem 6-3. Modernistic Company consigned five electric organs, which 
cost $800 each, to Dexter Music Company, which was to sell them for a com- 
mission of 15% of selling price. Any accounts receivable arising from the sale of 
the consigned instruments were to be the property of the consignor. 

Modernistic Company paid trucking costs of $200. Dexter Music Company 
paid $100 on local advertising and $70 for local delivery to customers. 

By December 31, Dexter Music Company had sold three of the electric organs, 
two for cash at $1,500 each and one on credit at $1,800, of which it had collected 
25% as a down payment. 

Dexter Music Company remitted all of the cash then due the consignor. 

Prepare summary entries for the above on the books of the consignee. Also 
compute the profit to date of the consignor resulting from the consignment. 


Problem 6-4. Manufacturing Company consigned ten refrigerators to 
Selling Company. These refrigerators had a cost of $180 each. Freight on the 
shipment was paid by Manufacturing Company in the amount of $120. 

Selling Company submitted an account sales stating that it had sold six 
refrigerators, and remitted the $1,365 balance due Manufacturing Company 
after the following deductions from the selling price of the refrigerators sold. 


Commissioning... nas Aare tee eee ee ee aie 15% of selling price 
Advertisin g a 7i.c.chhsocery Spang: rent aaa ae al eee $90 
Delivery and installation of refrigerators sold........ 48 
Cost of repairs to defective refrigerator sold.......... 12 


Total cartage cost incurred upon receipt of consigned 
merchandise. \\.', /3.7°2 er eke eee ee 15 
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Required: 


(A) The account sales submitted by Selling Company. 
(B) Journal entries on the books of the consignor resulting from the receipt 
of the account sales, assuming that gross amounts are recorded and: 
(1) Consignment sales are kept separate: 
(a) Perpetual inventory basis is used. 
(b) Periodical inventory basis is used. 
(2) Consignment sales are not kept separate: 
(a) Perpetual inventory basis is used. 
(b) Periodical inventory basis is used. 


Problem 6-5. The transactions described below, affecting Channing Sales 
Corporation, occurred during the month of April, 1961. 


April 2—Received merchandise shipped April 1 on consignment, as 
follows: From Shattuck Manufacturing Company—S0 televi- 
sion sets to be sold for $200. From The Tilden Corporation—20 
hi-fi record players to be sold for $180. The shipping documents 
show that The Tilden Corporation prepaid the freight on 
April 1 in the amount of $25. 

Channing Sales Corporation is to receive a commission of 15% 
of sales and is entitled to be reimbursed for all expenses 
incurred in connection with consigned merchandise. 

April 3—Advanced $2,500 to The Tilden Corporation. 

April 4—Paid freight on the shipment from Shattuck Manufacturing 
Company—$90. 

April 12—Paid the cost of a newpaper advertisement of the merchandise 
described above—$120. Of this amount, 60% was applicable 
to television sets and the balance to record players. 

April 13-30—Sold consigned merchandise, for cash, as follows: 


MélevistoNasetsice ote cath okies 20 
Recordaplayers «rr rise es 12 


April 30—Submitted accounts sales to the consignors, a check for $3,000 
being enclosed with the account sales rendered to Shattuck 
Manufacturing Company. 


You may assume that the consigned items are priced to sell at 200% of cost and 
that the consignors prepare monthly financial statements. 


Required: 
(a) Journal entries for the above on the books of Shattuck Manufacturing 


Company, under the following assumptions: 


Consignment sales are kept separate. 
The periodical inventory basis is used. 
Consignment sales are recorded in terms of gross amounts. 


(b) Journal entries for the above on the books of The Tilden Corporation, 
under the following assumptions: 


Consignment sales are not kept separate. 
The perpetual inventory basis is used. 
Consignment sales are recorded in terms of net amounts. 
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Problem 6-6. The Birmingham Company presented the following statements: 


Income Statement 


Sales.5. (G21). SE Oh A Oe er eae eee ena $1,072,400 
Cost:of goods. sold mute eeeaN. AR EA SR Ba eae ae 854 ,300 
Gross: profit... A. ns ee Oe ee ere eee $ 218,100 
Expenses’. |e. s:s 8.55 scat RA eee Es ct eg ton 172,360 
Net incomes.) ic. ei ea ie eee Sere Oren ee, ne $ 45,740 
Balance Sheet 

Cashin i 4k. aoa $ 9,230 Accounts payable........ $ 28,640 
Accounts receivable...... 48,038 Notes payable........... 10,000 
Imventoriess 24+) 48 mor 637.882" _ Capitalestockn eee 100,000 
Other’ assetsam.. 2 see 75,100 Retained earnings....... 57,610 

$196 , 250 $196 , 250 


The president is much concerned over the fact that, while the sales have 
expanded, the gross profit, which usually was about 30%, has declined to approxi- 
mately 20%. This is explained to him as owing to the fact that most of the increase 
in sales arose from consignment arrangements made with three large brokers; that 
no entries are made for consignments until the goods are sold by the consignees; 
and that sales by the brokers were recorded on the books on a net basis after 
commissions of 20% and expenses, which average 4% of sales. The president 
asks you to reconstruct the statements on a basis comparable with prior periods. 

You find that the sales by brokers, as recorded on the books, were $456,000; 
that, of the inventory, $32,400 was on consignment; and that expenses of $1,200 
applicable to this consignment inventory were charged to Expenses. 

Prepare such statements as you deem necessary to clarify the situation. 


Problem 6-7. Henry Par entered into an agreement with Sporting Goods 
Company to act as consignee in an undertaking to sell their golfing equipment on 
a commission basis. The agreement provided for the submission by Par of an 
account sales, and any cash due the company, at the end of each calendar quarter. 
The account sales shall not include any uncollected accounts. The consignee is 
permitted to deduct the following: 20% commission on all collected sales; pay- 
ments for freight in; deductions claimed by customers for freight and express 
paid by them on equipment shipped to them; and 50% of consignee’s advertising 
expense. 

On June 30, 1961, the end of the first quarter of operations under the agreement, 
the accounts of Henry Par showed the following total debits and credits: 


Debits Credits 


OAR Re Rca ean eh PR Pere Fe ees Se eae 64,790 10,240 
ACCOUNtSITECELVADIO: 4. Bisnis eure ea er eee ee 78,000 60,000 
Consignment in cio > ct ttar teeta eins raison eee 48,000 
Aceriied expenses: = +s. sce a emis Maton ante enlace Cen ae 900 
Henry Par, "capital ys sa ee Ree eee 5,000 
Diawingeetty, JOU IMOG ie seit ori Alara Cen Ae eee 3,000 
Uneollected!isalesiy, a0) nateee eee ene Se ot Reet 60,000 78,000 
Freight inicckt ice. cell’ Vcc ee eres ae eae ee 180 
Freight and express deductions.................... ae 210 
AdVEertisinig.: 5. dss.¢:0 setae Sree: cere ee ree 320 
General experises 2.3 tee Re et ne toes 7,640 
Commissions earned 4) fie ee ee 12,000 


214,140 214, 140 
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From the preceding information, prepare journal entries summarizing the 
transactions for the quarter ended June 30, 1961, including the unrecorded 
quarterly settlement with the consignor. 


Problem 6-8. The June 30, 1961 trial balance of Ripple Company included 
the following: 


Merchandise inventory: 
Onvhand’ ao, 2. keeeeee ae Ae TGR TORN ARE NR Oe $22 , 300 
OmyCOnsI Ome nth 3 ee irs 5 ee) 4 ee ee ee er ok wD 1,155 


The amount shown as on consignment represented the balance of the Consign- 
ments Out account, which is set forth below in T-account form. 


Consignments Out 


1961 1961 
May 2 Consignment to Andrews May 13 Advance from Andrews 
Companys sees. et 000 Companyaee ae ee 800 
2 Packing and shipping June 30 Cash from Norton 
WNELEOL.. .. cert. cers Xe 80 Compan yar ee 650 
8 Consignment to Norton 
(Companys cc 8 600 
8 Packing and shipping 
BOCTCOM tecaa hn es 2a: 60 
June 12 Consignment to Premium 
Corporation +. 0.1.5... 1800 
12 Packing and shipping 
EHETEOM eat ices 65 


Accounts sales were received from consignees as of June 30, 1961, showing the 
following information: 


Norton Andrews 
Company Company 


Selling price of merchandise sold... 2. a 0akc. 2222 wees es $900 $850 
MPCRS A Cv enLIStIi aT oe ope abot es cus Geary fades ete os $ 60 $110 
Expense of delivering and installing merchandise sold... 100 200 
Commission—10% of selling price.................... 90 250 85 395 
INGE DLOCEC US cirieer tient Deo Me ies cette eater cills dvele ove oi Mere $650 $455 
Part of originally consigned merchandise sold............... 26 2 


No remittance accompanied the account sales received from Andrews Company, 
since the amount of its advance exceeded the net proceeds of its sales. For this 
reason no entry was made to record the receipt of this account sales. 

On July 1, 1961, Ripple Company received a letter from Premium Corporation 
stating that the consigned merchandise was being returned, having been shipped 
June 30, f.o.b. destination. It is expected that the merchandise will be delivered 
July 2. The letter also reported reimbursable expenses of $22. 

The consignor uses a perpetual inventory system and desires to keep the 
consignment sales separate on a net basis. 


Required: 
Adjusting journal entries on the books of Ripple Company. 


Problem 6-9. The Valley Company manufactures three products, selling 
them at retail and shipping them to wholesalers on consignment. Consignees are 
permitted to sell at any price, remitting to the company at the end of each month 
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at the consigned price for all goods sold during the month. The company credits 
Consignments Out for such remittances. 

You are engaged to make an audit of the company’s books for the year ended 
June 30, 1961, and the following statement is submitted to you: 


THE VALLEY COMPANY 


Income Statement 
For the Year Ended June 30, 1961 


Product A Product B Product C Total 


Sale8iids ticeceier meh $704,750 $1,057,000 $667,500 $2,429,250 
Less cost of sales.......... 409,500 745,750 461,700 1,616,950 
Gross profit on sales....... $295,250 $ 311,250 $205,800 $ 812,300 
Expenses—apportioned on 

basis of sales........... 174,066 261,068 164,866 600 , 000 
Nétancomes ae. sees $121,184 $ 50,182 $ 40,934 $ 212,300 


The inventory records disclosed the following quantities: 


Product 
A B Cc 
Inventory June 30) 1 9GO meer epee me eee ener 250 180 195 
Manutactured (Aen Set A ee hs oe eae 1,300 1,550 805 
Totaled S.A, ot hk eS OS oe ree eee 1,550 1,730 1,000 
Disposed of: 
Sales fore cree oe, eeceae ee een See ere ee ee 905 1,150 600 
Consigninent?®t.. Jeo ore ao eee nee 460 420 210 
POCA Te Gee Na Nin SO ee ey hese a eee 1,365 1,570 , 810 
OnthandJuness Os LOGI meweresnraere te erecta eee 185 160 190 
Unit prices are: 
Product 
Asti Cc 
CBE Bee ic SD AR ay eet re colle Bee an ine ee ee OE ee 
Selling price="Retaal . Snr ae a eee 550 700 850 
Consigned: price. .: sah itd tet crops cls BR ee ee 450 600 750 


The consignees’ reports for the year ended June 30, 1961, are summarized as 
follows: 


Product 
A B C 
Remittances forisales:nnt. waste enwenieny oe $240,300 $247,200 $192,750 
Unitsainsold pe June 30;3L OG lean ane nee 10 25 34 


Prepare an amended income statement and give the journal entry necessary 
to correct the books on June 30, 1961; all revenue and expense accounts have 
been closed to Revenue and Expense. 
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HARMON COMPANY 


Trial Balance 
December 31, 1961 


aay Mirae: An ca, Si hoi aaah nes drt) wh etereel at 6,100 
PAGCOUNTSHROCEIVable.4.5...) Seay erred mantel ee ee 12,800 
Inventory on hand—December 31, 1960............... 18,300 
Sonnisnments Outi eHI Se. ohio oo sn OR 3,402 
Land, buildings, and machinery—net.................. 100,000 


INCCOMNUSYPAY AD ICl.. nti) tie eet oe cons ee A 
DH WON ce ok: 6S BEY «BD | Ans inl che we Ree ee, 


Baler eae Sess sees op eb d pee cnet AEE 
SDT OE 2) ce ns aT ae ae A Ae 
UTC ASC ers 4 cacy Ssh poh Meee AOR 5c wanes ey Wo eo 75,000 
Costoficonsionment, sales’. 5 scrskeneieys fo ne ces ease 3,175 
Consignment shipments a...) esse) ee 
Ellin BVEXPENSES Mer ct oe ne ee eee 9,000 
PNOMOUOESCTALIVECXPONSCBo) 65-3.) ots ees rs) ore 4,500 


232,277 


of Harmon Company on December 31, 1961. 


Om 
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Problem 6-10. The trial balance of Harmon Company is presented below. 


3,300 
120,000 
10,002 
90,000 
3,175 


5,800 


232,277 


The inventory on hand on December 31, 1961, amounted to $14,800. 
The following tabulation summarizes the consignment accounts on the books 


Cost of Advances 
Goods Shipping Total from Net 

Shipped Charges Charges Consignees Proceeds Balance 
PAM eee te $1,500 $42 $1,542 $ 600 $285 $ 657 
Bint mrs SAIS: 1,000 30 1,030 500 530 
CAS bee ivi 2,000 40 2,040 350 180 1,510 
BD) ede to, MAGN hd 1,300 30 1,330 300 325 705 
Otters are ieee $5 , 800 $142 $5 942 $1,750 $790 $3 , 402 


Accounts sales received from consignees during 1961 are summarized below. 


Commis- 
sion, Selling Cash 
Sales 10% Expenses Total Balance Advances Remitted 


... $1,000 $100 $15 $115 $ 885 $600 $285 


400 40 20 60 340 500 
800 80 20 100 700 350 180 
1,400 140 10 150 1,250 300 325 
Required: 


Portion of 
Consignment 
Sold 
1g 


1G 


14 
a) 


(a) Any required adjusting journal entries on the books of Harmon Company 


as of December 31, 1961. 
(b) The income statement for the year. 
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Problem 6-11. (a) From the following information taken from the books of 
Hedges Corporation, make any necessary adjusting entries. The corporation uses 
a periodical inventory system and records the consignment sales in the regular 
Sales account on a net proceeds basis. You may assume that the accounts have 
not been closed. 

The balance in the Consignments Out controlling account on August 31, 1961, 
was $1,912.50, made up of the following balances: 


Ny Re Ween awa ieee 150.00 
Pe Bo Smarce ee 712.50 
An R One rerre een 1,050.00 

$1,912.50 


The account with T. R. Keen contained a debit on August 3 for the cost of 
merchandise, $750, not including a freight charge of $24.30 on the consignment 
shipment; on August 10 the account was credited for an advance in the amount 
of $600 from the consignee. 

The account sales rendered by Keen on August 15, 1961, was: 


Sales—!4'ofrconsignments i. on. 6 aane fe ae eae ee ee eee $350.00 
Deduets Expetisesn. tain oe. cen seteeee as aes shoei nae $21.00 
Commission—=10 Flesh sen ok dace eee 35.00 56.00 
Net proceeds’ io acne tere a she 5 eee eS eee ee $294.00 
The account with P. B. Smart contained the following items: 
July 5 Cost (not including a July 9 Advance............. 200.00 
$55 freight charge). 1,080.00 | Aug. 10 Proceeds............. 167.50 
The reports rendered by Smart are summarized as follows: 
Sales—)4oficonsign Men «aq. aeeeaes « acces © oa ete ae ee $425.00 
Deduct: Expenses... FRR... . « «tt anotacle ote cine =, need oe $15.00 
Commission ==l0 9p... adh fhe ee A» oes, Ae 42.50 57.50 
Net proceedsy. Mis. adondevarrettaen con so Shee ater eke OO ee $367 .50 
Advance (JUlyiO)% Ai A 2 es en etna eee A ane ee 200.00 
Remittances, 4: oi ek teicselntes mea ectt = wal wy ee ree $167.50 


The expenses deducted in the accounts sales submitted by Keen and Smart 
represented total expenses incurred by the consignees to date, and were applicable 
only to goods sold. 

The account with Orr contained only one debit, for $1,050, not including a 
freight charge for $50 on the shipment. Orr returned all of the goods consigned 
to him; he had paid the return freight charges, $50, and had made other expendi- 
tures of $14, for which he is to be reimbursed. The goods were received in good 
condition on August 29 and were included in the August 31 inventory under the 
“on hand”’ category in the amount of $1,164. 

(b) The balance sheet of Hedges Corporation as of August 31, 1961, before 
adjustment, contained the following items: 


Inventory—Finished goods: 


051M) sto PA Sino cau Oe MO OO Re Lb O08 0.0 0.0% $13 , 200.00 
On: consignmentt, <;-1:, .oscweeudctatey eet nich ice tae ere ee 1,912.50 


State the figures which should have appeared in the balance sheet in connection 
with the consignments, and state what effect your adjustments will have on the 
net income of the period. 
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Problem 6-12. The trial balance of John Walling as of December 31, 1961, 
was as follows: 


JOHN WALLING 


Trial Balance 
December 31, 1961 


(ORGIES pce Hee Lee 6 eee ee ees 25,136.48 
ACCOUN USITECELVADIC 25, te epaci o cit id car odie 172,133.19 
Inventory—December 31, 1960............. 172,168.94 
Furniture and fixtures—net of depreciation... 5,281.72 
ACCOUDUS PAV ADlect tet ee ee eee ne 183 , 422.65 
INGtes payable. = pt-< et it eee ee 21,432.18 
Johns \Valling capitals. + eee 116, 235.08 
Johns Walhng) drawings*o.. 27S 9,206.83 
SLICA MERE Ree er srs ie eT LHS, OES, WR Oe 991,132.16 
UTC DASOR fice rata cis Seis cae t MER Ee byt oO ce 743 , 291.87 
RPT N Gta teal ge halt, «boss siotyrtotetione nlc hush ote 21,432.83 
ocaltransportations— 4c5.. . ee 2 oh 14,621.72 
Insurance on merchandise...../............ 8,435.62 
Sa STGS i wh. Met ai abc ete Same eh a ee 94,103.81 
a tea ncpO.w ete. seers ac. 7. cn een 4,206.18 
ren eraliOxPENSOS!: jsthei5 «.s:stys slo ook c ae Fo Re 27,481.63 
DPA CLOMeIVSrke. 1. cero as eae ned Oe a 1,207.46 
Telephone and telegraph................... 1,034.62 
VOD Ure ere Naha te les 0% oN ee is Se alas 10,137.50 
WHPETESTACKDENSC eo) one an ae Me ons ee 2,341.72 


1,312, 222.07 1,312, 222.07 


On December 31, 1960, there was included in the Accounts Receivable 
$58,143.25, representing the pro forma billing price of merchandise on consign- 
ment in the hands of consignees. 

During the year 1961, $39,432.12 was charged to Accounts Receivable and 
credited to Sales for pro forma billing prices of merchandise consigned outward. 

Accounts sales were received during the year showing that $102,113.19 of gross 
sales had been made, the net proceeds from which were $95,132.18. The accounts 
sales showed that $18,143.32 at pro forma billing prices of consigned merchandise 
remained unsold on December 31, 1961, all of which were billed during the current 
year. No record of the accounts sales was made on the books. Collections from 
consignees during 1961 amounted to $86,137.43. The collections were credited to 
Accounts Receivable. 

During the preceding year, the pro forma billing price at which merchandise 
on consignment outward had been invoiced was 25% above cost; during the 
current year, the pro forma billing price at which merchandise on consignment 
outward was invoiced was 30% above cost. 

At the end of the preceding year, there had been included in the inventory 
$42,136.50, representing the market value of merchandise on consignment inward. 
This amount was offset by an amount in Accounts Payable of $65,138.40, repre- 
senting the original pro forma billing price of this merchandise. 

During the year, merchandise was received from consignors at pro forma 
billing prices of $312,145.67. This merchandise was charged to Purchases and 
credited to Accounts Payable. During the year, all payments made for freight, 
cartage, insurance, and telephone and telegraph on behalf of consignors were 
charged to expense accounts. The expense accounts so charged, and the amounts, 
were as follows: Freight, $5,436.16; Local Transportation, $3,921.37; Insurance 
on Merchandise, $2,875.42; Telephone and Telegraph, $701.16. 
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Gross sales made from these consignments during the year amounted to 
$432,183.15. This amount was charged to Accounts Receivable and credited to 
Sales. Accounts sales were rendered to the consignors, showing gross sales of 
$432,183.15 and net proceeds of $401,112.56, the difference consisting of deduc- 
tions for freight charges of $4,113.19; local transportation, $3,643.82; insurance, 
$1,143.52; commission, $21,636.48; telephone and telegraph, $533.58. No entry 
was made for these accounts sales. 

Remittances were made to consignors to the amount of $351,412.94, which was 
charged to Accounts Payable and credited to Cash. The accounts sales showed 
the pro forma billing price of merchandise on consignment inward and unsold to 
be $43,162.19 on December 31, 1961. 

Prepare entries to adjust the books so that the trial balance on December 31, 
1961, will correctly show the facts as to consignments inward and outward and 
financial obligations to and from consignors and consignees. Also submit working 
papers showing the trial balance after adiustment. 

Consignment sales need not be kept separate, and net amounts should be 
recorded rather than gross amounts. 


Assignment Material for Chapter 7 


Questions 


Question 7-1. Describe the operation of the Deferred Gross Profit on Install- 
ment Sales account. 


Question 7-2. Considering the broad objectives of accounting theory, does 
it follow that a practice of taking up gross profit in installments as collections are 
made will result in net income determinations that are theoretically excellent? 


Question 7-3. Describe the long-end and short-end methods of calculating 
interest on installment sales. 


Question 7-4. Describe three methods of taking up gross profits on the basis 
of cash collections, and state the conditions which would justify the use of each 
method. 


Question 7-5. How should reconditioning costs on repossessed merchandise 
be handled in the accounts? 


Question 7-6. Discuss briefly the merits, if any, of showing the deferred 
gross profit contra to installment receivables in the balance sheet. 


Question 7-7. Upon examining the accounts of a furniture dealer who sells 
to the retail trade on an installment basis and who gives allowances on used 
furniture traded in on new furniture purchased on the installment plan, you find 
that the trade-ins are given no value in the accounts. Describe the circumstances 
which would lead you to approve of this ‘‘no value”’ procedure and circumstances 
which would cause you to disapprove of it. 


Question 7-8. Since gross profits are deferred under the installment method 
of accounting and taken into income on the basis of collections, should expenses 
of the period of sale be similarly deferred and charged to income on the basis of 
collections? 


Question 7-9. About one-half of the customers of an appliance dealer make 
use of an installment payment plan. The dealer has been deferring the gross 
profit on such sales, recognizing the gross profit as realized on the basis of col- 
lections from the installment customers. Since the rate of gross profit and the 
sales volume have remained fairly stable over the years, the dealer would like 
to abandon the installment sales method of reporting income and recognize the 
gross profit in the year the sale is made. What complication that you can think of 
affecting the income statement would such a change create? State how you would 
propose that it should be handled. 


Question 7-10. Evaluate the following accounting procedure for handling 
defaults on installment accounts receivable: 


(1) The uncollected account balance is written off by a charge to Deferred 
Gross Profit on Installment Sales. 

(2) The repossessed merchandise is assigned no value and any proceeds 
realized from resale of repossessed merchandise are credited to Deferred 
Gross Profit on Installment Sales as a correction to the write-off charge 
described in (1). 

(3) At year end, the installment receivable accounts are analyzed in detail 
and the Deferred Gross Profit on Installment Sales account is adjusted 
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to reflect the deferred gross profit applicable to the uncollected install- 
ment receivables. 


Problems 


Problem 7-1. On August 27, 1960, Super Motor Company, which maintains 
a perpetual inventory, sold a new car to J. R. Sommer for $2,800. The car cost 
the seller $2,079. Sommer paid $400 down and received a $1,200 allowance on his 
old car, the balance being payable in twelve monthly installments beginning on 
September 30, 1960. The used car traded in had an estimated value of $1,100. 

All payments were made when due. 

Prepare journal entries to record all transactions on the Super Motor Com- 
pany’s books and any adjusting and closing entries as of December 31, 1960. 


Problem 7-2. On January 1, 1961, Ultra Furniture Company had an install- 
ment account receivable from E. Z. Smith with a balance of $1,200. During 1961, 
$220 was collected from Smith. No further collections could be made and the 
merchandise sold to Smith was repossessed. When reacquired, the merchandise 
was appraised as being worth $460. To improve its salability, the company 
expended $60 for reconditioning. 

The merchandise originally cost $924 and was originally sold for $1,650. 

Prepare entries for the books of Ultra Furniture Company to record all trans- 
actions with Smith during 1961, including those associated with the repossession. 


Problem 7-3. The data below are taken from the records of Appliance 
Company, a corporation selling appliances exclusively on the installment basis. 


1959 1960 1961 


Installment'salés..-...25-.; osc oe oe ee $365,500 $417,800 $610,750 
Grossiprofitirate #25 shee ea ee 36% 39% 40% 


The balances in the Installment Accounts Receivable controlling accounts at 
the beginning and end of 1961 were as follows: 


1961 
January 1 December 31 


From sales made in: 


TOGO ne eet ee ee ee $175 2007'S 
TOGO TD LO NE EN IE SORTED, 205 , 400 25,800 
1061 i, OC) heey. One ore aietern. slate. fies 305,520 


There was one repossession during 1961. It related to a 1960 sale. It was esti- 
mated that the value of the repossessed article was $200, which equalled the 
uncollected balance in the customer’s installment account receivable. The 
repossession was recorded by the following entry: 


Repossessed appliance inventory..." yiy.0). ose se. ce nnneneny 200 
Installment accounts receivable....................0es0e0e 200 


Operating expense for 1961 amounted to $165,340. 
Required: 


(a) Income statement for 1961. You may assume that the applicable income 
tax rate is 30%. 

(b) All adjusting and closing entries as of December 31, 1961, assuming that 
the company uses a perpetual inventory system. 
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Problem 7-4. Nomad Electric Company is a dealer in appliances, which it 
sells on the installment basis. On February 1, 1960, a sale was made to E. E. Smith 
on the following terms: 


(a) Sales price, $150.00; 

(b) $30.00 down; balance in monthly installments of $10.00 each starting 
March 1, 1960; 

(c) Bill of sale to be given on date of final payment. 


The cost of such appliances to Nomad Company is $90.00 per unit. All pay- 
ments due in 1960 were received. 


(a) Make the journal entry on December 31 to record the year’s realized 
gross profit on this transaction, assuming that no interest is charged. 

(b) Make the adjusting journal entries on December 31, 1960, to correctly 
state interest earned and gross profit realized during 1960, assuming that each 
of the installments was to be applied first to the payment of long-end interest at 
6% per annum, with the balance to apply on the principal. 


Problem 7-5. Refer to Problem 7-4 and modify the facts as follows: The date 
of the sale is August 1, 1960, the sales price is $1,500.00, the down payment is 
$300.00, the gross profit is $600.00, and E. E. Smith is to pay $100.00 per month 
on the principal plus interest at 6%. 


Required: 


(1) A schedule showing the cash collected during 1960, and the division 
thereof between interest and principal, using: 
(a) the long-end basis. 
(b) the short-end basis. 

(2) The adjusting journal entries on December 31, 1960, to correctly state 
interest earned and gross profit realized during 1960 on each interest 
basis. 


Problem 7-6. Skippy Sales Corporation accounts for sales on the installment 
basis. The balances of the control accounts for Installment Contracts Receivable 
at the beginning and end of 1961 were: 


Jan. 1, 1961 Dec. 31, 1961 


Installment contracts receivable—1959........ $ 24,020 $ — 
Installment contracts receivable—1960........ 344, 460 67,440 
Installment contracts receivable—1961........ —- 410,090 


As collections are made, the company debits Cash and credits Installment 
Contracts Receivable. During 1961, upon default in payment by customers, the 
company repossessed merchandise which it believes can be resold for $1,700. The 
sales had been made in 1960 for $5,400, and $3,200 had been collected prior to 
default. The company recorded the default and repossession by a debit to 
Inventory of Repossessed Merchandise and a credit to Installment Contracts 
Receivable—1960 for the uncollected balance. The repossessed merchandise is on 
hand at year end. 

The company’s sales and costs of sales for the three years involved are sum- 
marized below: 


1959 1960 1961 


INGtisaledieariete et mi caat noe ntet ne. etn $380,000 $432,000 $602,000 
Cost of saless pene. Has eeyonpen es been 247,000 285,120 379,260 
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(a) December 31, 1961 journal entries to record the recognition of profit and 
any other adjustments arising from the above data. Give complete 
explanations in support of your entries. 

(b) An alternate method of handling the repossession that you believe 


would be acceptable. 


Problem 7-7. The trial balance of Connable Company is presented below. 


CONNABLE COMPANY 


Trial Balance 
December 31, 1962 


Installment accounts receivable—1962 
Inventory—December 31, 1962...... 
Other®assets’: Ae Oe Er OR ee ORS ee 
Accounts’ payabley42235. > 0>-- a4. oe 
Deferred gross profit—1960......... 
Deferred gross profit—1961......... 
Capitalistock freee ror aoe 
Retainediearmm¢see wee ene 
Installmentisalesmanee eines ae 
Cost of installment sales............ 
Expenses ss atlas ee ei ree 
Ossiony repossessions aero 


618,854 618,854 


The condensed balance sheet at the end of the preceding year was: 


CONNABLE COMPANY 
Balance Sheet 


December 31, 1961 


Cashin eae. ak oe eae ee $ 33,050 
Installment accounts receiva- 

ble—=-[960). 6 Faint. 25,300 
Installment accounts receiva- 

Dl6= OG Tt son eeecte nas 93 , 720 
TMVentOry.con ecg ek ene 79,310 
Otherassets avy: shore tie 77,210 

$308 , 590 


Accounts payable............ $ 32,400 
Notes D&VableaaererEr ene 10,000 
Deferred gross profit—1960... 10,120 
Deferred gross profit—1961... 32,802 
Capitalistooks =. ee 200, 000 
Retained earnings........... 23 , 268 

$308 , 590 


Included in the December 31, 1962 inventory is $7,800 of repossessed merchan- 
dise carried at its appraised value as of the repossession date. The repossessions 
related to 1960 sales and occurred when $12,560 was unpaid on the installment 


contracts. 


Required: 


(a) Adjusting and closing entries on December 31, 1962. 


(b) Income statement for 1962. 


(c) Balance sheet as of December 31, 1962, 
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Problem 7-8. Easy Street Development Company was organized during the 
latter part of 1960. Its business was to develop and sell residential lots. For 
this purpose, land was acquired for $100,000, and $50,000 was spent in preparing 
the lots for sale. 

The company’s after-closing trial balance is presented below. 


EASY STREET DEVELOPMENT COMPANY 
After-closing Trial Balance 


December 31, 1960 


OLN nets 'S CUR: doe Re ee 2,600 
Prepaid ofiicerrent, (2 months).e:...........<0.s0ae.. 300 
IDENDYSL., «eyo eren gira Ce PAS ee Nea oe eee 150,000 
Oranta Don. expeuse.. -.. <. Gee? wranles cine hada eth 600 
Accrued Operating Expenses sa... coca smn suds oe ae te 1,100 
IBN Nore aie ae ane 4 ee: ae en | ee aeeene 60,000 
(Warnrmonss lOc knees eee kk SS reese ons. fs, aes 100,000 
Retaimed earnings. (efeitos <4 «s+ cis ave sae ieee cee 7,600 


161,100 161,100 


During 1961, the company negotiated sales agreements aggregating $165,000, 
on which there was a potential gross profit of $66,000. In each case, the sales 
agreement specified that title was retained until the installment payments 
required under the agreement were paid in full. 


1961 Cash Summary 


Balance Januaryal i: se aunt ret. See es AAI a ees $ 2,600 
Receipts: 
Completed contracts—titles transferred...,......... $60, 000 
On contracts aggregating $83,700, not in default..... 68, 100 
On contracts defaulted during 1961................ 12,900 141,000 
4 NON HED US Shea eA cares eRe cre Sie TA ae EERIE $143 , 600 
Disbursements: 
RTI Geres Geet rte ere one eioices PO PR eee aco aye Fates $ 2,700 
(C@onmmissions) toy brokers sesny) sole susinacrers fica co ee 14,100 
IRanksloansias. Serie vy tonccaceteie sent extn. iat oieas fae scene: 60,000 
Oficesrent-——ll month sea arsan eee de ote e ere a 1,650 
Othemexpenses hese coi weet Bake ocd Sse eae 32,600 111,050 
Balances December las tiara eee erence eat Lee $ 32,550 


There were accrued operating expenses of $1,300 as of December 31, 1961. 
The lots involved in the defaulted contracts have not been resold. 

The three stockholders who organized the company and own all of the out- 
standing shares plan to liquidate the company as soon as all of the lots now owned 
have been sold and collected for in full. 

Local experience indicates that the gross profit will aggregate $120,000 during 
the life of the company, which includes $20,000 of gross profit expected to be 
realized on contracts ultimately defaulted. 


Required: 


(a) Journal entries summarizing the 1961 transactions, including any 
adjusting entries required as of December 31, 1961. 
(b) Income statement for 1961. 
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Problem 7-9. From the information presented below, give entries to adjust 
and close the accounts as of December 31, 1962. Also prepare an income statement 
for 1962, showing the volume of sales for the current year. 


FLATROCK COMPANY 


Trial Balance 
December 31, 1962 


Cashes ocktes an ee gee eee eee 3,100 
Installment accounts receivable—1961................. 20,000 
Installment accounts receivable—1962................. 180,000 
Iniventory=212)/3.1/62.. ke cee eee eee eee 100,000 
Other ‘assets. sack ca ntaenetenk me mR eee eee ee 40,100 
Accountstpayalble'cn cc ok an eat tiara een Oona 30,000 
Deferred gross profit on installment sales—1960........ 9,000 
Deferred gross profit on installment sales—1961........ 36,000 
Deferred gross profit on installment sales—1962........ 90,000 
Capital stocke rcce ct eet serie nr ee alee hire een eee 200,000 
Retainedlearninvss 5.2.) ee wo eee ee ie eer 35,000 
Reventictromnortelvea Contracts a are eee ree cir 3,200 
Operating "ex pensesettas . sone jaan seit oe ee ee 60 , 000 


403,200 403,200 


The company uses a perpetual inventory system, and when each installment 
sale is made, it charges an installment account receivable and credits the inventory 
and deferred gross profit accounts. The company marks the merchandise pur- 
chased for sale to produce a gross profit of 40%. 

During 1962, there were several repossessions of merchandise as a result of 
customer defaults. In summary form, the repossessions were recorded as follows: 


Inventory @aisihte6< daca acnaie Binaries Reese 9,200 

Deferred gross profit on installment sales—1960............ 400 

Deferred gross profit on installment sales—1961............ 3,600 
Installment accounts receivable—1960................. 1,000 
Installment accounts receivable—1961................. 9,000 
Revenue from forfeited contracts..................... 3,200 


The repossessed merchandise remains on hand on December 31, 1962, and it 


is apparent that its value as of the dates of repossession was only 60% of its book 
value. 


Problem 7-10. Carefree Boat Company employs the perpetual inventory 
basis in its accounting for new boats. On August 15, 1961, it delivered a new 
cruiser with a list price of $15,300 to Charles Brown. It granted the customer an 
allowance of $1,800 on an old sailboat, the current value of which was estimated 
to be $950. The balance of $13,500 was payable as follows: Cash at time of 
purchase, $3,500; balance in 20 monthly payments of $500, plus short-end interest 
at 6%, the first payment being made on September 1, 1961. 

All monthly payments were received when due. The cruiser cost Carefree Boat 
Company $9,826, including transportation of $40. 

Prepare journal entries, including adjusting entries, to record all of the trans- 
actions described above through December 31, 1961, the close of the company’s 


business year. Also, give the journal entries for the January and February, 1962 
installment collections. 


Problem 7-11. From the data which are presented on page 621, prepare a 


balance sheet as of December 31, 1962, and an income statement for the year 
1962. 
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FUTURE APPLIANCE COMPANY 
Trial Balance—December 31, 1962 


Cashisyrery host Sie asstenk eoxalendt2l'T Ral jer 30,000 
GCOUNtSITECOIVSDIG ..oo c,h tooss cet te 160,000 
MerChnnIMe mnVventory. o (srols, (hee Ale 15,000 
Mecounts pavablores se) 2271 Mh 2a @ DOL er 6,000 
Unreatized gross profits, 196 besmGiaze GWE: Ae ce. 52,250 
CP ODEAU SHOCK 300 ore cu fe cates SO ca ce 100,000 
PVCS NO CIRC ALCE IT PS tee der ee mask rel ol eee een el ee ae 9,750 
ales meets eet Nitin OR one aa a! ve ale a ce yg 250 , 000 
BUTCRA SCS Pee aie ee Peo cee kis Sexe bok SaaS 128,000 
RT ee A 00 eee ee ee, UD Bee ie 3 85, 000 


418,000 418,000 


The Accounts Receivable account is a controlling account for three subsidiary 
ledgers which show the following totals: 


HoGuinstallnventicontracts cts kas) bal. na at crane ee $ 30,000 
P36 2anstalimenticontracts.. oo. .% oe ei.k . cs cece eee 120,000 
Charge accounts (terms, 30 days net). snes e eee ee ee 10,000 

$160,000 


The gross profit on installment contracts for 1961 was 55% of sales price; 
on installment contracts for 1962, 50%, with the gross profit on regular charge 
sales being somewhat below 50%. 

Collections on installment contracts for 1961 total $60,000 for the year just 
closed; on installment contracts for 1962, $80,000; on charge accounts, $48,000. 
The charge accounts on the books at the beginning of the year amounted to $8,000. 

Repossessions for the year were on installment contracts for 1961, on which 
the uncollected balances at the time of repossession amounted to $5,000. Merchan- 
dise repossessed was charged to Purchases at the amount of the uncollected 
balance. Appraisal reports show that this repossessed merchandise actually was 
worth $4,000 at the time of repossession. 

The final inventory of merchandise valued at cost amounted to $13,000, 
including the repossessed merchandise at $4,000. You may assume that the 
applicable income tax rate is 30%. 


Problem 7-12. You are called in by one of your clients, who is in the business 
of selling an article of merchandise at retail. During the past years he has sold 
entirely on a cash basis. Beginning with January 1, 1961, he has decided to sell 
on the installment plan. You are asked to determine the working capital that will 
be required to finance the business on the installment plan. 

The article sells for $150. Installments are to be paid at the rate of $15 per 
month, the first installment payable at the time of sale. Each article costs your 
client $90. Your client does not own any fixed assets; all such assets are rented, 
with the monthly rental being fixed at $15 per unit sold. Salesmen’s commissions 
amount to $30 per article sold and are payable in full at the time of sale. Thus, 
the net income equals $15 per unit. Your client must pay for the article at the 
time he sells it. Based on 1960 sales, the volume for 1961 is estimated as follows: 


Units Units Units 
anUaAryece 75 INGiytee ee nie 400  September...... 150 
WeDTUALY oo 125 ee UN eee tc AQO Rn OCtODeraaceniace 150 
Mianeinas 15 Ose Ulver eee oOU) November...... 150 
INDY A. nce eens MN BAAD erh eno nae 150  December....... 150 


Determine the maximum working capital requirements. 
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Problem 7-13. 
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Jones Jewelry Corporation was organized on January 2, 1961, 


and commenced operations on that date in the jewelry business, selling to 
customers on the installment plan. The business designs and produces some of the 


jewelry it sells. 


A trial balance of the corporation’s books is presented below: 


JONES JEWELRY CORPORATION 
Trial Balance—December 31, 1962 


Furniture and fixtures.............. 
Inventory—December 31, 1961...... 
Sales aeier recta ns) ee oe 
Porchasesteesseel 4 >.ccistas Sern See 
Repairs and engraving.............. 
Directulabore evan eee eee 
Selling vcommiissions a sear ewe 
AdvertisinGenrt. oir enna nue cme seo 
Ofcerexpense atc en sine tore 
Depreciation—Furniture and fixtures 
Provision for bad debts............. 


Deferred gross profit—1961 sales (December 31, 


19G6isbalance) ie. see: 2 eer ake eee 
Collections on 1961 installment accounts......... 
Collections on 1962 installment accounts......... 
Installment accounts receivable—1961 
Installment accounts receivable—1962 
Accumulated depreciation—Furniture and fixtures 
Reserve for bad debts............. 


Deficit—December 31, 1961 


Inventory—December 31, 1962...... 


Bad debts reserve—1961 


Capitalistock, 223 Res nee 


ee ees 123,099.48 
mee tae 3,000.00 
pre Mr. 31,233.05 
Oey 272,989.19 
Gin ih dakgt a 123,261.49 
ise LI. 3,363.60 
Ler eae 2,248.19 
tee a 8,500.00 
ee eae 14,652.62 
ieee Cees" 39,797.57 
beg pete 300.00 
Ret 4,326.40 
dicts: dverd 116,488.04 
120,447.59 
147,726.02 
Race ate 215,517.70 
Re eet al 272,989.19 
600.00 
ig alter 7,169.00 
i ann 23,130.55 
a Tienes 200,000.00 
865,419.84 865,419.84 
$35, 820.60 
2,842.60 


Depreciation on furniture and fixtures—10% per annum.. 


The following is an analysis of the cash transactions for the two years ended 


December 31, 1962: 


Cash Receipts 

1961 
Canitalistock 1. ancherits 
Collections on 1961 install- 
ment accounts......... 
Notes payable........... 


$200 , 000.00 


50,362.50 
10,000.00 


1962 

Collections on 1961 install- 
ment accounts......... 

Collections on 1962 install- 
ment accounts......... 


$120, 447.59 


147,726.02 


Cash Disbursements 


1961 
Purchases? .) etn afer. $148,278.14 
Repairs and engraving.... 3,142.06 
Directelaaor secre eee 1,983.91 
Selling commissions....... 7,500.00 
AGVertising tae tesco 8,483 .25 
Office expense (state tax 

Included) een wee 31,225.80 
Furniture and fixtures..... 3,000.00 
Notes payable............ 10,000.00 
1962 
Purchases (all 1962)...... $123 , 261.49 
Repairs and engraving.... 3,363.60 
Direct laboraciseeeeeierete 2,248.19 
Advertising snare ser i 14,652.62 
Selling commissions....... 8,500.00 
Office expense (state tax 

ineluded) eee Me ees er 39,797 .57 
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There were no defaults or repossessions during 1961 and 1962. 
Required: 


(a) Comparative income statement showin 
1961 and 1962. 


(b) Balance sheet as of December 31, 1962. 


g the results of operations for 
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Questions 


Question 8-1. Assume that a small corporation has secured a one-year bank 
loan, and that, as part of the loan agreement, it has pledged as security an 
insurance policy on the life of the president of the corporation. Under such 
circumstances, may the surrender value of the policy be classified as a current 
asset? Explain your answer. 


Question 8-2. Under the circumstances described in Question 8-1 above, is 
it recommended practice for the balance sheet to show only the excess of the 
surrender value over the amount borrowed from the bank? 


Question 8-3. What is the life insurance expense for the calendar year 1960, 
giving consideration to the following facts? 


Cash Surrender Annual Annual Amount 


Date Value Premium Dividend Paid 
SUNS TS OFAOS Ole ae meen aear es $210 
July 959. A) ee $225 $21 $204 
June SOMLOGO Meee a ee 290 
Julye a 1oso er Bem 225 23 202 
june SOLO GIs ee ee 380 
Juiz te phtOG eet eens tihess 225 25 200 


Question 8-4. State the method of setting up and closing a Fire Loss account, 
explaining what items should be charged and credited to it. 


Question 8-5. What isan “involuntary conversion’? Develop an illustration. 
Question 8-6. Describe the basic features of extra expense insurance. 


Question 8-7. Combat the following argument favoring the classification of 
the cash surrender value as a current asset: The cash or loan value of a life 
insurance policy should be shown under the Current Assets caption because it is 
a source of immediately available funds which can be obtained without interfering 
with the regular operations of the business. 


Question 8-8. The owners of a large plant operating on highly inflammable 
material were required to pay prohibitive rates for insurance, and therefore they 
installed a sprinkler system in order to reduce the cost of insurance. In conse- 
quence of such installation, the company was enabled to obtain a full line of 
insurance, although mostly in mutual companies, at rates far below those pre- 
viously charged. The company received at the end of the year $1,000 as dividends 
from the mutual insurance companies. To what account should the cost of the 
sprinkler system be charged, and how should the insurance dividend be treated? 


Question 8-9. Assume that a fire takes place some time after the annual 
closing. How would you determine the amount to charge to the Fire Loss account 
in respect to fixed assets? 

How would you determine the amount to charge to the Fire Loss account for 
inventories? 


Question 8-10. A company has insured the life of its president for its own 
benefit, and is carrying on its balance sheet the aggregate amount of premiums 
paid. What position should an auditor take with regard to these premiums? 
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Question 8-11. Contrast use and occupancy insurance and profit insurance. 


Question 8-12. What is meant by the “coinsurance clause”? How would 
you proceed to determine the amount which could be collected under a policy 
carrying the coinsurance clause? 


Problems 


Problem 8-1. From the following information prepare a schedule showing, 
for each of the cases given: 


Amount paid by insurance company, 80% coinsurance in force. 
Loss suffered by owner. 


Insurable 
Value Insurance 
Case of Property Coverage Loss by Fire 
CST he ai lg eee ae Re ee ol on A a $500,000 $500,000 $500,000 
SLA ah bi Be Et: Reo) an 400,000 
SIE tr se Ec 200, 000 
La ee Oe Cee eC ee ee ae ee $500,000 $400,000 $500,000 
ET ce ere de is ea ee ee 400,000 
Ste et nich RRO Retreat 25 SNe toe 200,000 
(OST os, feared nam glelead + i Seam $500,000 $250,000 $500,000 
DES CRNA Te a tee Ne rege ee Pe 400,000 
Baik a Ses eae, vane Aiea Me: faa ie A Did ole. 200, 000 


Problem 8-2. Valentine Company took out a $50,000 insurance policy on the 
life of its president on January 2, 1959. The company’s accounting period is 
the calendar year. The annual premium on this policy is $1,210.40. Data regarding 
dividends and cash surrender values are given below: 


1960 1961 1962 
Dividend credit deducted from premium 
PATIL eeeay. eee cele ee ies Nee PPE es $ -0- $ 38.80 $ 42.10 
Cash surrender value at yearend........ -0- 1,380.30 1,893.50 


Required: 


All pertinent journal entries arising from the above data for the calendar 
years 1960, 1961, and 1962. (Include closing entries.) 


Problem 8-3. On December 31, 1961, Trussell Manufacturing Company had 
on its books a debit balance account of $2,870 for workmen’s compensation 
insurance. This balance comprised a charge to make up the deficiency on the 
prepayment made on March 1, 1960, which was based on the estimated payroll for 
the policy year which began then, and the prepayment made on March 1, 1961. 
From the data below, determine the amount of the deficiency payment and any 
amounts prepaid or accrued as of December 31, 1961. 


Actual payroll for por- 


Classifi- Rate per Estimate, tion of calendar year 
cation $100 March 1, 1961 after March 1, 1961 
PAMPER sc ac cee eee $1.15 $120,000 $123 , 700 
Baie os A .90 80,000 84,620 
Cras. SS: 2 eee ee 42 24,000 28,720 
Dae te Pe a2 18,000 19,520 


Ben Wee ee .08 22,000 21,640 
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Problem 8-4. Wilmerding and Winter had their inventory insured for 
$32,000 under a policy with an 80% coinsurance clause. As a result of a fire, the 
partnership filed a claim covering the total destruction of inventory worth $15,120. 
Immediately after the fire, the undamaged inventory amounted to $26,880, as 
determined by the partners. 

According to data developed by the insurance adjuster, the insurable value of 
the inventory immediately before the fire amounted to $38,000. Also, the adjuster 
was able to establish that incorrect prices were used by the partners in computing 
the value of part of the destroyed merchandise, with the result that the claim 
was overstated by $800. 

How much less was the amount of the claim as computed by the adjuster than 
Wilmerding and Winter would have received under their claim? 


Problem 8-5. The general manager of Crossroads Company has taken out 
several insurance policies containing an 80% coinsurance clause. A bad fire has 
occurred on the premises, and the manager asks you to compute the amount of 
insurance he can collect under each of the following policies. 


Insurable Agreed Loss Insurance 


Assets Insured Value Suffered Carried 
Buildings) tectretnk oy ee cir ocr eee $60 , 000 $38 , 000 $45 , 000 
MUTE UTE ee cee cate sin kale hoe ene 19,200 16,000 15,000 
Merchandisers 1-sse4: cose eee Unknown Total 20,000 


Ber ipnin gan ventory systsee Geese ie Se re eed oe $ 26,468 
Biildim peice Xe casa: abpesse sane tags carn etd REE Ronee ee ee 80,000 
Accumulated depreciation—Buildings........................ 32,000 
BNI MICUTOS Sc cea Cee ene ee ee ee ae oa 25,000 
Accumulated depreciation—Furniture....................000- 5,000 
Dalesyeoi x: SU, oe eco aco rr he ee i eh oes 15 E20 
Salesereturns andvallowancess ee oe er er eee era eee eee by 130 
PUrCH ASC 8 li ay a, Maca its Se ts cheese Scan x koe ne eee gees es Bee 102,180 
Re UG PD espera cue tebe osteo aint ee ee ae 1,110 
Purchase: returns ANG allowances ane terete ven ence Oy loOU 
Depreciation expense... cocen cae moe. Coca e Oot cree eee 2,120 
Salesmen’s'commissionss 0. crew ee eee 18,450 
Advertising:: .2ats “osha ae Hee A, Sete LE 880 


Selected data from prior financial statements: 
Gross: profit rates seh, Woe eee Ae oe. Se eae ee eee 30% 


Problem 8-6. On November 1, 1960, an early-morning fire partly destroyed 
the main plant building of Larson Electronic Manufacturers, resulting in a loss 
of $80,000, which was considered to be equal to one-half of the current value of the 
building, although the carrying value of the building in the accounts was $180,000. 

The following information concerning policies which covered this building 
is taken from the company’s insurance register: 


Insuring Date of | Term of Face Amount of Coinsurance 
Company Policy Policy Insurance Clauses 
9 Kee ik hong ORTE ore May 1, 1959 2 years $20, 000 90% 
ERO itn July 1, 1959 2 years 30,000 70% 
Light ony error Sept. 1, 1960 1 year 30,000 80% 


M hic as v1 euUly 16,0960 e2eyears 40,000 None 
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Each of the policies contains a standard contribution clause. 
Required: 
Computation of the amount the insured will receive on each policy. 


Problem 8-7. On August 31, 1960, Balanced Company had a debit balance of 
$3,252.69 in its Workmen’s Compensation Insurance account. This balance was 
composed of the August 31, 1959 adjusted balance and two payments made by 
the company. The first payment was an additional premium for the calendar 
year 1959, determined by an audit of the payroll records for that year. The second 
was an advance premium paid on January 1, 1960, which was based on the esti- 
mated payroll for 1960. 

The company presents the following data relevant to workmen’s compensation 
insurance costs: 


Actual Payroll Actual Payroll 


for Portion for Portion 
Estimated of Fiscal Year of Fiscal Year 
Work Group Rate per Payroll Prior to After 
Classification $100 for 1960 Jan.1,1960 Jan. 1, 1960 
| Paes on eee $1.10 $120,000 $42,500 $107 , 700 
I ee .95 76,000 36,100 61,600 
eek 1S. 5 + aR .40 30,000 12,200 20,720 
7M cn 8 Fete eer .10 20,000 6,100 18,300 
Cy ee ee) .08 25,000 4,800 18,600 


Required: 


(a) Computation of the correct balance in the account on August 31, 1960, 
the end of the company’s fiscal year. 

(b) Journal entry necessary to adjust the account to its correct August 31 
balance. 


Problem 8-8. Deadwood Company owned a storage building which it 
purchased on January 2, 1956, for $432,000. The company records depreciation 
on the building annually on December 31 in the amount of $14,400. The building 
is insured for $448,000. 

On April 30, 1961, the building was completely destroyed by fire. 

Under each of the four assumptions listed below, you are to: 


(a) Prepare journal entries 
(1) at the date of the fire; 
(2) for the receipt of the face amount of the policy on May 20, 1961; 
(3) for the purchase of a new storage building on October 1, 1961. 
(b) Show how much taxable gain or loss on the building the company must 
show on its income tax return for 1961. 
(c) Show what the adjusted basis for depreciation for income tax purposes 
would be on the new building. 


Assumptions: 


I. The entive insurance proceeds are invested in the new building. 
II. The cost of the new building is $419,200. 
III. The cost of the new building is $489,600. 
IV. The insurance policy face was $288,000, and the cost of the new building 
was $339,200, 
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Problem 8-9. Gray and Brown, partners, started business on January 1, 
1958. On May 1, 1958, they agreed to insure each partner’s life for $25,000, the 
cost of such insurance to be treated as an expense of the partnership. 

In the event of the death of a partner, the proceeds of the insurance were to be 
paid to the partnership in order to facilitate settlement with the deceased part- 
ner’s estate. 

The premium amounted to $900 per year on each policy, and these amounts 
were charged to expense each May 1 and treated as an expense for the calendar 
year in which the premiums were paid. The cash surrender values amounted to 
$1,650 at the end of the third policy year ($825 for each policy) and $2,460 at the 
end of the fourth policy year. However, the cash surrender values were never 
recorded in the accounts. During the first four calendar years, the partners shared 
earnings in the ratio of 70% to Gray and 30% to Brown, but as of January 1, 1962, 
the ratio was changed to 50-50. 

As of December 31, 1961, Gray’s capital account had a balance of $29,500 and 
the balance of Brown’s capital account was $17,000. Gray died on March 1, 1962. 
The bookkeeper for the partnership closed the books and transferred the net 
income from regular operations for the two months, in the amount of $2,600, to 
the capital accounts. There were no withdrawals or additional investments by 
the partners during January and February. The life insurance policy was collected 
and the proceeds were credited to the partners’ capital accounts in the profit and 
loss ratio, and Brown offered to settle with the executor of Gray’s estate by paying 
an amount equal to the balance in Gray’s capital account. 


(a) Determine the amount offered in settlement with Gray’s estate. 

(b) Assuming that you consider the above offer unfair, prepare a computation 
showing the amount you believe should be offered to Gray’s estate, 
considering only the facts given in this problem. 

(c) Submit journal entries for any corrections you believe are required and for 
the payment to the estate, assuming that the amount computed in (b) 
is paid in settlement. 


Problem 8-10. The following accounts are found in the Current Assets 
section of the December 31, 1961 preliminary balance sheet of Spooner Regional 
Company: 


Cash surrender value of life insurance............. $5 , 268 .20 
Less policy loan from Trans-World.Life Insurance Co. 4,000.00 $1,268.20 
Dividends receivable on life insurance.............. Fgertsad a 46.42 


These are the only accounts in the balance sheet which pertain to the insurance 
policy or the loan. 
Upon investigation, you learn the following facts: 


The cash surrender value shown is for September 30, 1962. The cash sur- 
render value was $4,644.08 on September 30, 1961, at which time the 
annual premium of $1,170.78 was due and was paid. 

The loan from the insurance company is represented by a one-year, 6% 
note due April 1, 1962, with interest payable at maturity. 

Other Income was credited $46.42 on October 1, 1961, when the dividend 
was declared by the insurance company, although you find that the insured 
used such dividend to reduce the premium payment. 


The books have not been closed. 
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Required: 


(a) Journal entries to correct the accounts, giving consideration to the 
above information. 

(b) Show how all accounts related to the insurance policy and the loan 
should appear in the balance sheet as of December 31, 1961. 


Problem 8-11. Alaska Company, organized in 1960, reported in its tax 
returns for 1960 and 1961 insurance charged on a cash basis instead of on an 
accrual basis. This necessitates preparing amended federal income tax returns for 
1960 and 1961. Make adjustments to change to the accrual basis, and all other 
adjustments needed to correct the books, using the following information: 


Insurance Account 
1960 Debit Credit 

May 1 Fire insurance premium on building for 

the period from May 1, 1960 to April 

SO LOGA a eee et ant ee re ae $ 5,200.00 
June 15 Fire insurance premium on stock, for the 

period from June 1, 1960 to May 30, 

LOGE ee. Se tn te eae 1,600.00 
Aug. 1 Employees’ fidelity insurance for the 

period from Aug. 1, 1960 to July 31, 

1963. 2255 2558 «5.5 SEO MN os 7,200.00 
Aug. 15 Refund because of reduction in rate of 

employees’ fidelity insurance........ $ 675.00 
Sept. 1 Fire insurance premium on equipment 

for the period from Sept. 1, 1960 to 


PNT Mee BLO OA ccc es ceeen token eats 7,500.00 
Oct. 1 Due from Atka Insurance Company on 
shortage of bonded employee........ 1,400.00 
Dec. 31 Transferred to Revenue and Expense. . 22,225.00 


$22,900.00 $22,900.00 
* 4-vear policy containing 85% coinsurance clause. 


1961 Debit Credit 

Mar. 1 Recovery from Atka Insurance Com- 

pany on 1960/shortage....-..--.-.-- 
Mar. 15 Premium on liability insurance carried 

on trucks, June 15, 1960 to June 14, 

1 OTe Laas werrerscnmnicem tet ote mre ty auANT noone ger $ 2,820.00 
June 1 Additional fire imsurance carried on 

building for the period June 1, 1961 to 

Mayen Lea heer Ce ica es Bs 1,500.00 
June 15 Fire insurance premium on stock for the 

period from June 1, 1961 to May 31, 


% 1,400.00 


OG2 etc othe eer er rn Nase 1,500.00 
Nov. 15 Shortage of P. Jones to be paid fully by 
Superior Insurance Company........ 200.00 
Dec. 31 Transferred to Revenue and Expense... 4,620.00 


$ 6,020.00 $ 6,020.00 


* This policy was renewed June 14, 1961 to June 14, 1962, but the premium has 
not yet been paid. Premium, $2,820.00. 


The adjusted insurance expense for 1960 and 1961 should be indicated on 
your work sheet, as well as the journal entries to bring the books into agreement 


with the amended tax returns. 
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Problem 8-12. Sterling Jewelry Company claims a loss of $22,000 from a 
theft on August 31. The insurance company that issued the theft policy carried 
by Sterling Jewelry Company asks you to investigate and prepare an independent 
estimate of the theft loss. 

The company’s records are incomplete, but your investigation shows that the 
company usually averages an annual return of 20% on the partners’ capital, 
before consideration of the drawings by the two partners, and that the current 
year may be considered normal. Furthermore, you learn that during the months 
of May, June, and December the company does twice as much business as it does, 
on the average, during the other months of the year. You establish the partners’ 
capital on January 1 as $72,100. The partners’ capital on September 1, as estab- 
lished by a careful inventory of the assets and liabilities of the partnership, is 
$82,745. The partners had made an additional investment of $15,000 on Febru- 
ary 1, and each of them had withdrawn $400 a month in anticipation of earnings. 


Problem 8-13. Mills Manufacturing Company suffered a fire loss April 15, 
1961. Although the books of account were damaged badly, the information shown 
below was secured from various sources. 

Using the material given below, prepare the balance sheet as it would appear 
after the fire, as of April 15, 1961. 


MILLS MANUFACTURING COMPANY 
Balance Sheet 


December 31, 1960 


Assets 
Current assets: 


CaS D ects as coe ane ea ee oe ae $ 38,910.15 
Accountsmeccly allem ete eee ene eae 36, 205.00 
Inventorys a0 Fae ae eee ee ee 48,000.00 $123,115.15 
Fixed assets: 

Machinery and equipment................. $ 50,000.00 

Less accumulated depreciation............ 8,602.30 

ING brings ak eee ER Oe ee ee a $ 41,397.70 
Automobiles—neti.-aiwn wee. een ee. 3,805.35 45,203.05 


$168,318.20 


Current liabilities: 
Accountspayabled.cn seater ees ee $ 3,719.30 
Notes payablese it...i seme Meee eee 5,306.40 $ 9,025.70 
Stockholders’ equity: 
Capital stock witw: civics acme nero meee $100,000.00 
Retamediearmingdsr cst tere eee eee 59,292.50 159,292.50 


$168,318.20 


Cash receipts and payments were compiled as follows: 


Receipts 
Accountsrecelvable....¢. Ad. teem seyen tae treks are pie $101,206.30 
INOS: Payable wtaters chet carat aee OL aOR teat eae nee poe eee eee 29 , 483 .00 
Payments 
Accounte*payablers.. htt ace see cee eee ee ere $ 46,785.40 
Notes: payable is. x. «ot. tucs.cin bec geioiee eee eR eo ea eee 1,050.00 
Machinerycand equipmon usmraerien i emitter aie aera 2,500.00 
Manutacturing expenses nc. tm trent ete nnere tae amen 85,416.75 


Selling experisés 7.0.7 A 01S, 0) RR SO ee ee 9,843.60 
Administrative 6xpensesy.. 00.0 a) unites n aneneneeee 15,194.15 
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As of April 15, 1961, accounts receivable were $169,896.25; accounts payable 
were $30,105.60. 

Depreciation to April 15, to be considered: machinery and equipment, $1,571.50; 
automobiles, $805.35. 

Inventory saved from the fire was given a value of $18,500.00. 

The inventory was insured for $29,000.00 on an 80% coinsurance policy. The 
insurance company agreed to accept a before-the-fire inventory computed on the 
basis of an average gross profit of 38%. 

It is estimated that the damage to machinery and equipment can be repaired 
for $4,500.00. Of this, the insurance company agreed to pay 90%. The remaining 
useful life of the machinery and equipment will not be altered by the fire damage 
and its planned repair. 

The accrual of interest may be ignored. 


Problem 8-14. Keystone Company took out life insurance on a key executive 
in the amount of $60,000 on October 1, 1958. The annual premium on this straight 
life policy is $1,560.80. The company plans to allow any dividends available on 
the policy to be used to reduce premium payments. The company’s fiscal year 
ends on June 30. The cash surrender value of the policy on September 380, 1961, 
is $1,710.36; the increase in surrender value during the ensuing policy year is 
$584.00. Dividends on the policy, available for use after September 30, 1960 and 
1961, respectively, are $58.50 and $62.70. 


Required: 


All journal entries relevant to the above policy for the period October 1, 1960 
through June 30, 1962. 


Assignment Material for Chapter 9 


Questions 


Question 9-1. For what two general purposes may a statement of affairs be 
prepared? In what way will statements prepared for these two purposes differ? 


Question 9-2. Describe the differences between a balance sheet and a 
statement of affairs. 


Question 9-3. Why is the balance sheet classification of assets usually an 
illogical one to use in a statement of affairs? How should the asset side of a 
statement of affairs be classified? Can you think of any circumstances under 
which the balance sheet classification of assets might properly be used in a 
statement of affairs? 


Question 9-4. List some liabilities having priority. Why do they have 
priority? How should they be shown in the statement of affairs? 


Question 9-5. Explain the method of presentation in a statement of affairs 
for each of the following: 


(a) Offsetting partially secured liabilities and the security. 
(b) Offsetting fully secured liabilities and the security. 
(c) A contingent liability on notes receivable discounted. 


Question 9-6. Discuss the location of accrued interest in the statement of 
affairs. 


Question 9-7. What valuation is assigned to Unexpired Insurance in the 
statement of affairs? 


Question 9-8. Mention some of the procedures available for businesses in 
financial difficulty. 


Problems 


Problem 9-1. Prepare a statement of affairs and a deficiency account as of 
December 31, 1960, from the following information relative to the financial 
condition of The Sexton Store, Inc. 


Ce ee ee eM en cn om eee ata $ 1,800 
Accounts receivable: 

GOO ds cheat cer Asay eivet at ee ee ee $ 3,500 

Doubttul (estimated to realize OOS) eo 4 ee. ce ee 500 

(37s I Renee eer eR NE Poe Fe 8 900 4,900 
Notes receivable: 

Secured coves cantons ee eee we tae rad emai SOC ee ce ae $ 2,500 

Unsecured (estimated value, $800). .i.. 00... . cece eee ee 1,000 3,500 
Inventories (estimated value, $30,000)..................5........) use en 35 , 000 
Store furniture (estimated value, G300)in «me nue deneesine ease nenanenae 750 
Bonds (at market value): 

Company B—Pledged to banks for loans..................... $ 7,500 

Company C—Pledged with notes payable—Trade creditors.... 5,500 

Company-A—On handinnnk «cceecr ora eeeeeee 3,000 16,000 
Deficits stn) 35205. eR cc ee ee Ee 29 ,600 

$90 , 950 
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PLRC OME PAV EINE 05.3.5. iow. vw Oe EGS A ee, WES dt tees. $35 , 550 
Notes payable: 
aS ee OORT oo oe es tte eee $ 6,000 
eerie CRECNLO FE Diotirisre tree to O82 0. 42, ko. Uyak ek sk a 24,000 30,000 
BCT Ue WOGer ey he Ml eT amb a ky He os xStawa hk wie es Rete 400 
SEP UOA kerr eee one LU SET TwHs ey” 8 ete oe» ee 25,000 
$90 , 950 


Problem 9-2. The books of Holmes and Parr, on April 30, 1961, disclosed 
the following financial condition: 


Assets 
(CEYS Nise Atay a ae ceipeee, Sed eee EE REE YT Sout ode Che ox WR 6 al oS $ 750 
INCCOULtATCECEIVADIC. «fc. ads OT ee eee 39,500 
REV CNMUGOL Yee 2cs ec EN ks GE RE ce 26,800 
Bonds: ofex slo COMPA Vsoc «yiesnos cee ere ee 10,000 
Ube Wave Vea Ol Sybh Ks Wh Yaa en aR Ne Pe as a 35,000 
Machinery andequipment. 7... 5... 45) eee 17,500 
$129 , 550 
Liabilities and partners’ capital: 
ACCOUDtS PAyables..k aie een. LE Sr ee ee eee $ 86,300 
Notes payable: 
HirstsNational Banks .25.< es. tosis nee ee 4,000 
insti States ba mle n<h 4. nas fhe user Eee ene eee 6,000 
PLACER x Bark ke ed gS s,5 + AS es CEs ee ee 5,000 
INCOTUCUR WARES A nic eons 44 aed 2 cae ME ee OR ee 750 
Holmesmeapitaly:,. Wivcic eatin was ene ee ne ee 13,500 
PAPER CAPLOGNIES cso eghwa Sos a So cein aiec sv ees 14,000 
$129 , 550 
The estimated values of the assets were: 
Cash—book value. 
Accounts receivable: 
CRIs PNA ae RE ie, ere Rs Beet en Sees et nn 8 $20,000 
Doubtiul—estimated: value, 50 Gonsaca ceases as eae otra 10,000 
i BU bs nee Reel harp tea reed Saar deanelirt ce Riera eam YEE AMR ew or 9,500 
NNVEMCOTY Sete chee ts oon rt ren ea a econ cece ey ren eet 22,000 
Bonds of X Y Company—book value. 
and andibuilding 37025 AL POR a een. Fee SA te See 25,000 
Machineryaand equipimentrig.sistk erin ame rirou ns fraser 12,500 


Half of the bonds were held by the First National Bank and the other half by 
the First State Bank, as collateral for the notes payable. 
Prepare a statement of affairs and a deficiency account. 


Problem 9-3. On-Time Delivery Service, Inc., has called a meeting of its 
creditors for the purpose of working out a composition settlement. Prepare a 
statement of affairs for use by the company in the forthcoming meeting. 

Data from the company’s balance sheet follow: 


(CHET: 5 5 NRO ore Ones cen ee $ 634 Accrued wages.............. $ 3,150 
Accounts receivable........... 28,658 Accounts payable............ 838,170 
‘SE OO) BUSTS ea a Stra atria het 1,389 Notes on cricket Ae gees 38,600 
Prepadeimsurance. sto... ee 1,560 Capital stock Pets i, $10,000 
ErtCkcuMty en, caine eaten 57,540 Less deficit....... 45,139 

Capital deficiency......... 35,139* 


$89,781 $89,781 
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Current values for the assets are set forth below. 


Prepaidvinsurance. «(oe 2s ecg sf ae gees em ee a $ 720 
Supplies .:6. .-lcs. 0p. s 5 os ae he or ome ee ee 500 
Trucks < eks i e ee 2 e e 45,000 
Accolints:receivables.. «5.02 eset ooo ores al ee een eraser 25 , 000 


egal proceedings would probably cost the company $8,000. 

Although the trucks are subject to repossession by the finance company if the 
notes are not paid, it may be assumed that repossession would be stayed if 
bankruptcy proceedings were begun. 


Problem 9-4. The following is a trial balance of the books of XYZ Manu- 
facturing Company, which has been declared bankrupt: 


Trial Balance—June 30, 1960 


Landvand buildings. -.4.5 08 5 co0 6 onan ae eek oe ee eee 125,000 
Capital stOCK enact te Meee ere ee 300,000 
Machinerysandiequipmente: ier ier eeeia eeereee 160,000 
Customers accounts recelyablem erie seen ere te 170,000 
Notes payable:25 caches eon) byes oo eee eer 250,000 
Accounts payableher: .: seek meme eee Okey eae 309,000 
Acerue da wares aaah irre wenn arin eee ie are rare 3,000 
Mortgage on: buildingg: nee eee eee 65 , 000 
Notes receivables: ce. cco™ see ore cera mn ee ee 26,000 
JN HEC! NLS TAS Oe NON CTANGD 2 paccedotoasducvoeeooosc< 2,500 
Cashvonvhand andeingloaia ke eenare eaten ee er eer 9,500 
INNO OLE TEFEN occ c ono pe dceo saeco venous 85,000 
Inventory, of fnyshedyeoods ere en ae 121,000 
Investments aise bcc oh ee epee ee ee 12,000 
IDeiciter tn 5. il hat tenets ee tee es cela a ee 221,000 


929,500 929,500 


The land and buildings are appraised at $101,000, and the machinery and 
equipment at $135,000. An examination of the customers’ accounts shows the 
following condition: good, $95,000; doubtful (expect to collect 3334 %), $51,000; 
bad, $24,000. The holders of $12,000 of the notes payable hold as security notes 
receivable with a face value of $15,000 but worth only $10,000. A creditor with 
$55,000 on open account has in his possession the stock certificates for the 
investments assigned in blank, and finished goods pledged having a value of 
$16,000. An examination of the notes receivable shows $9,000 good for collection 
and $17,000 doubtful, on which 50% will probably be collected. The investments 
have a market value of $16,500. The inventories are expected to realize book value. 

Prepare a statement of affairs for submission to creditors, showing the number 
of cents on the dollar available for the unsecured claims of the creditors; also 
prepare a deficiency account. 


Problem 9-5, Tyler Shaw, who has made an assignment for the benefit of his 
creditors, lists the following assets, together with his creditors and their claims 
on December 31, 1960: 


Assets: 


Building and equipment, $15,000; estimated value, $9,000. 

Cash, $533 (includes petty cash, in which there are expense vouchers of 
$133). 

Investments (stock), $20,000; estimated value, $16,000. 


Raw materials, supplies, and goods in process, book value, $8,500; estimated 
to realize, $6,200. 
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Creditors: 
Accounts payable: 
JMC ASON,.A 2: GM ioe ORE ok Pies at te kes aeeriidan $ 7,200 
Wa Wiens Pema etOTes teow! ates her 5 4 Orns Svcs 11,300 
Ecpons Ns Marhisigrmort hss. wit, Said ode k ous sate Seen 5,200 


Employees, $600 for accrued wages. 

Union Eagle National Bank, holding notes of $16,000, secured by bonds 
having a book value of $21,000 and an estimated value of $17,580. 

Cryhake Distributing Corporation, holding notes of $10,000, unsecured, 
and notes of $8,500 secured by warehouse receipts for finished goods of 
a book value of $8,000 and an estimated value of $6,000. 


The creditors’ committee asks you to prepare statements showing the payments 
that can be made to each of the several creditors on the basis of the above 
information. 


Problem 9-6. You are to write a report on Portly Men’s Wear, Inc., which 
is financially embarrassed, stating what action you think should be taken, and 
making any proposals you believe practical which might continue the business as 
a going concern. Include a statement of affairs in your report. 


PORTLY MEN’S WEAR, INC. 
Balance Sheet 


December 31, 1961 


Washer eet ctoc:. s,s osc store $ 12,340 Accounts payable.......... $ 165,320 
Accounts receiva- Notes payables.g.0 5.5.00. 140,000 
Diese... 2 LSo 420 Mortgage payable—6%.... 400,000 
Less allowance 

for bad debts 4,652 1805768euCapitalistocks eater 400,000 
Ipventory 2,0... > pice 265,402 Retained earnings......... 105 , 680 

Fixed assets—net.......... 652,490 

Goodwilleverc. ric oc. 100,000 
$1,211,000 $1,211,000 


In your examination of the company, you find that, of the accounts receivable, 
$75,400 are more than one year old and a recovery of only $25,000 is likely. Of 
the remainder, $80,000 which are considered good are pledged to a finance 
company for a loan of $60,000, carried in the Notes Payable account. The 
allowance on the books is considered sufficient to cover losses on accounts not 
classified as old. 

Maintenance charges have been capitalized, and the depreciation charged has 
been inadequate by about $22,000 a year. The property is appraised at $420,000. 
The goodwill is valueless. 

Included in accounts payable are accrued wages amounting to $2,360. Accounts 
payable also include $30,000 owed to the president of the company, who is its 
principal stockholder. 

Much of the inventory is obsolete, and a portion priced at $84,300 would 
probably bring only $15,000 in the market. The company’s annual sales average 


about $650,000. ny 
The mortgage must be paid off at the rate of $50,000 a year, beginning at the 


end of two years. 
The company has shown earnings of about $15,000 for several years, but has 


not paid any dividends for ten years. 


Problem 9-7. From the following data, prepare a statement of affairs to be 
submitted to a bank in support of an application for an unsecured loan. 
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MANUFACTURERS, INCORPORATED 
Balance Sheet 


August 31, 1960 


Assets 
Current assets: 
Case ss ccc sas ne ie he Sacre Ree eee ee $ 2,135 
Accounts recelv.ablon aa. a. arene ee $12,300 
Resenvestor bad.debis ree in ene 975 11,325 
INU GONIN UES, giv oo A Beco ce beg esau pe: $ 8,000 
RESERV CLLOTALOSS eter ann ee are are 500 7,500 
Accrued simterestionnn 0 LCS inane ern ere cae ae 15 
Inventories: 
Himishedigoodss.¢pae ocean teen tee $ 8,300 
Goodsiinyprocessavt wey sierra 6,120 
Raw, material sieges vee ee ete eee een ere 6,170 20,590 
Prepaid expenses: 
Unexpired insurance. 2RCSP BEY 1S 2 V400 
Prepaid interest on bank loans. AAS SEV 50 450 $ 42,075 
Investment in stock of Davis Corporation..................... 12,000 
Fixed assets: 
Lia dre eae a cack eceticle cee coc, eae a eee cern $ 8,000 
‘Buildingsi i. ese. nt: aoa ae oe Aaeeerane $40 , 000 
Reserve for depreciation................ 7,500 32,500 
Machinery os. o..os ait ge eater ne eae $16,000 
Reserve for depreciation................ 4,500 11,500 52,000 
$106,075 
Liabilities and Stockholders’ Equity 
Current liabilities: 
Accounts payables 5.2 a ee ree eee a eee $ 7,500 
Notes: payablers scents Nove eo apie ene oe eee 5,000 
Bank: lOan$=2 395 9. as aes Saas aang rere <n 10,000 
Acerued Imterest On mmOntra ve cain aa ae ane 205 
Accrued interest on notes payable.................. : 150 
IACETUCE: LAXES A Cee oe re eee een ee ER Cee ee 200" $ 23,125 
Mortgage onsland andbuildingseey sn eee eee eee 15,000 
Stockholders’ equity: 
Capitalstockwed, seventies Re eeaees Shaw $50 , 000 
Retained earnings. of... askew Seater ie cus eee 17,950 67,950 
$106,075 


The reserve for bad debts is regarded as an adequate provision for losses on 
accounts receivable. A noninterest-bearing note for $750 is probably uncollectible; 
the other notes are good. 

Finished goods should sell for $12,000. The goods in process will be completed 
by using materials carried at $800 and by making other expenditures of $900; 
as finished goods, they should sell for $9,500. The raw materials are conservatively 
valued in the balance sheet. 

The Davis Corporation stock has a market value of $11,500; it has been de- 
posited as collateral to the bank loans. 

The land and buildings were appraised on June 30, 1960, at a value of $27,500. 
The machinery is estimated to be worth $9,000 at forced sale. 

Noninterest-bearing notes of a face value of $6,000, regarded as collectible, 
have been pledged as collateral to the notes payable. 
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Required: 


(1) A statement of affairs, with assets classified in the sequence used for a 
going-concern balance sheet. 

(2) The asset side of a statement of affairs, with assets classified according 
to their status as pledged or free. 


Problem 9-8. A receiver was appointed on September 30, 1960, to take 
tharge of the affairs of Davidson Manufacturing Company, whose balance sheet 
appears below. 


DAVIDSON MANUFACTURING COMPANY 


Balance Sheet 
September 30, 1960 


Assets Liabilities and Stockholders’ Equity 
Cast pitoa. sayath eat A $ 250 Mortgage payable—Real 
Accounts receivable.......... 42,370 CSURLE Ye gene ape te te ne $ 25,000 
ibimished "goods. 405-2... so aut 55,960 Notes payable—Loans....... 50,000 
Goods im process; ....).<:... 12,690 Notes payable—Trade 
Rawmaterials. 3. 22-22 ssi. T6R25 CREGILOTS Are p e eess 13,500 
Unexpired insurance......... 300 Accounts payable............ 65, 000 
OO CLWH ee eed) pees ie 40,000 Accrued accounts: 
Factory real estate... $43,000 Interest on mortgage....... 1,500 
Less accumulated Interest on notes payable... 3,150 
depreciation. ... 6,850 36,150 Wiagesnu tte fee ete 2,000 
Factory equipment.. $31,000 Capitalistockiy. 0s. reas 50,000 
Tess accumulated Retained earnings........... 18,825 
depreciation:... 5,875 25,125 
$228 , 975 $228 , 975 


The company was contingently liable on the date of the balance sheet for 
notes receivable discounted in the amount of $6,000, of which it was estimated 
that $2,000 would have to be paid by the company as indorser without any 
likelihood of subsequent recovery. 

The company has made moderate earnings on the sale of its standard products, 
which it has marketed under the trademark ‘‘Testmark.”’ Recently an expensive 
advertising eampaign has been conducted to popularize this trademark, the cost 
of the advertising having been charged in large measure to Goodwill. 

The accounts receivable are classified as follows: 


(CONG G IE eo sea shied eeearaeal rpegetan-O- or Sekar Ws erie MRE ob cane, Aa $16,500 
Doubtiull (estimated: values $3,000) ee-aaciiert a oie tis ieee sens 13, 800 
1 Bye Way Cad od STi oe ARN arr enna eee Ae ic oe in Ce NE Si 12,075 


An offer has been received from a competitor who proposes to pay $45,000 
for the finished stock, $10,000 for the trademark, and $15,000 for the goods in 
process after their completion. It is estimated that the completion of these goods 
will require $2,000 worth of raw materials and an expenditure of $2,500 for labor 
and other expenses. 

The raw materials not required for the completion of goods in process are 
thought to be worth $13,000. As of September 30, the insurance policies have a 
cancellation value of $225. 

Factory real estate is worth $40,000; factory equipment, $6,000. 

It is discovered that raw materials carried on the books at a value of $5,000, 
and estimated to be worth $4,500, are held on consignment, a liability of $5,000 
having been taken up in accounts payable. 
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Warehouse receipts for all finished goods are held by the holders of loan notes 
payable of $50,000. Interest of $2,500 is accrued on these loans. 
Prepare a statement of affairs and a deficiency account. 


Problem 9-9. The Stephen Addams Mfg. Company has been forced into 
bankruptcy as of March 31, 1961. The following balance sheet was prepared by 
the company’s bookkeeper. 


THE STEPHEN ADDAMS MFG. COMPANY 
Balance Sheet 
March 31, 1961 


Assets 
Cashin; Rederal. Banik. 2.2 7c, Soe eee eo eae $ 2,700 
Accountsireceivablezu:. ms ..\.hae sh Le etooeee o ee eree 39,350 
Notes:recetvilblein ten n-.c tates scarce ol os eS eee oo ee eee 18,500 
Inventories: 

Rawanateriales. | ccin ts hcactask bites a wee ceo ake eee aw eae 19,600 
Goods-in: Process..4, 4 \ Scene che Oc at ee ae 35,100 
Finished ‘goods: .uiek.c 8g tere pcre a Sie oe re ee 12,000 
Suppliess Pewiiecanc’. Away oe poe Oty eee ead oie ete ane 6,450 
4 WoXo} ee i Se POR ae ne nnn ee ne eee de 2 14,700 
Prepaid CXpensesis cick ycecage dgscieiek a ea ee 950 

Plant and property: 
1 Sno Aa BRAN Aen eS HOMIE GS AE ee Px morn Ps, Aveeno 5 oo 20,000 
Buildings, less accumulated depreciation of $33,750.......... 41,250 
Machinery, less accumulated depreciation of $32,100........ 48,800 
$259 , 400 
Liabilities and Stockholders’ Equity = 1 Sak 
Note: payable to State: Bamlkceevae was sere a eas ee aan re $ 15,000 
Notes payable to suppliers.............. Reig ee 51,250 
Accounts'*payable ass os =a hs 42 ee ae ee a 52,000 
Accrued salaries and wages (February and March)............ 8,850 
Accruediproperty taxes. A. 0tA:.. tnctcceis, Je ih Serres 2,900 
Employees: taxesawit nheldtegummn:. carte. sek tere OMe ely Seemann een 1,150 
Accrued"wage taxes... °re...so).: oe doc oc « qe eee 600 
Acéruedrinterest,OniOONGS a. A> speeds er ten ead rae eee 1,800 
Hirstemortgeresbond sane vale nun ei tee ea ee 90,000 
Common stock (o100)paravalue) sent ye Se CUO) 
Déficitteer, ste tea cu ee eee ree Soc ae. et isecere Cacao (389, 150) 

$259 , 400 | 


Additional information: 


(1) Of the total accounts receivable, $10,300 are believed to be good. The other 
accounts are doubtful, but it seems probable that 20% finally can be 
collected. | 

(2) A total of $15,000 of the notes receivable has been pledged to secure the 
note payable to State Bank. All except $2,500 of these appear to be good. 
The unpledged notes are also considered uncollectible. Interest of $800 is 
accrued on the $12,500 of good notes pledged and $300 is accrued on the 
$15,000 payable to the bank. 

(8) The finished goods are expected to be sold for one-third above their cost, 
but expenses in disposing of them will equal 20% of their sales price. 
Goods in process can be completed at an additional cost of $15,400, 
of which $3,700 would be material used from the raw materials inventory. 
The goods in process, when completed, will probably sell for $40,000; 
the selling expense will be 20% of sales price. The raw material not used 
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will realize $8,000. Most of the tools are usable only in the production of 
special items. After completion of goods in process, the tools should sell 
for $3,000. The supplies inventory which will not be needed to complete 
work should sell for $1,000. 

(4) Land and buildings are mortgaged as security for bonds. They have an 
appraised value of $95,000. The company recently purchased $20,000 
of machinery on a conditional sales contract. It still owes $12,000 
principal on this contract, which is included in notes payable. These 
machines have a current used value of $10,000. Depreciation taken 
on these machines amounts to $1,800. The remaining machinery is 
believed to be salable at $10,000, but the cost of selling it may be $1,000. 


Required: 


(a) A statement of affairs. 

(b) A deficiency account. 

(c) The percentage of probable payments to the creditors holding the 
$52,000 of accounts payable. 


Problem 9-10. Bootstrap Sellers, Inc., has been finding it increasingly 
difficult to meet its obligations. Although its sales volume appeared to be satis- 
factory and it was showing a profit, the company was unable to provide capital 
requirements for inventory and time contracts. Finally, after pledging all of its 
installment accounts, it found itself unable to meet the bills falling due on 
February 10, 1961. It is the opinion of the management that if it could obtain an 
extension of time in which to pay its obligations, it could meet them in full. 
Accordingly, the company has arranged for a meeting of creditors to determine 
whether the company should be granted an extension or be forced into bankruptcy. 

In connection with this meeting, you have been engaged to: 


1. prepare a statement of affairs; 

2. prepare a statement of estimated deficiency to unsecured creditors; and 

3. compute the per cent of recovery by creditors on their unsecured claims if 
the company were to be forced into bankruptcy. 


You are provided with the trial balance on the following page. 
From investigation you obtain the following additional data: 


(a) The company’s fiscal year ends June 30. 

(b) Depreciation, bad debts, and prepaid and accrued items have all been 
adjusted as of January 31, 1961. 

(c) All installment contracts had been pledged with the bank on January 31, 
1961; the bank had deducted its interest to date and had increased the 
company loan to equal 75% of the face amount of the contracts in 
accordance with the loan agreement. Forced liquidation probably would 
result in a loss of $40,000 from the face amount of the contracts. 

(d) Thirty-day accounts receivable were not pledged, and it was estimated 
that they would provide $16,500 on a liquidation basis. 

(e) The Surplus account includes premiums on the issuance of capital stock, 
$13,150, and discounts on the issuance of capital stock, $16,110; the 
balance of the account represents accumulated deficits and undistributed 
earnings of prior fiscal periods. Applicable state laws permit the assess- 
ment, on behalf of creditors, of stockholders for the unpaid par amounts 
of issued capital stock. It is estimated that $10,000 of the stock dis- 
counts is recoverable. 
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BOOTSTRAP SELLERS, INC. 
Trial Balance 
January 31, 1961 

Cash on-hand) cor gam sc sia toca es PaO ee 500 

Gashiin ‘bank's se.n2hs matte ices ot eee iene ee eee 1,620 

Installment contracts—pledged................... 215,000 

Allowance LOL DaduCONtlacuss meer ee eran nes 13,440 

Accounts receivable—30-day..................-.. 20, 830 

‘Allowance for bad! debismet cree eee eee 1,050 

Imventory—July MEeLOGO.. | tapes tee eee sees 151, 150 

Unexpired insurances tens fears eee eee 1,490 

AUTOS AIG DUCK Sistah kramer cas a ae ent aes 22,380 

Allowance for depreciation—Autos and trucks...... 14,960 

urmiture and ce quien erin petra nee 12,500 

Allowance for depreciation—Furniture and equipment 2,140 

Buthlin iio, sen dies ways nv doer aoe oo ame rege Pa te eet 89,760 

Allowance for depreciation—Building.............. 7,530 

Jia ete. oncmustsrcie Caitieutioe oho one 2 2) ee 10,240 

Organizationccostsion atte case oie ae eee 880 

iDradesaccounts) payable...) he a aise ie ae 132,100 

Contract payable—Furniture and equipment....... 5,800 

Chattel mortgage on autos and trucks............. 10,000 

Bank loan—secured by installment contracts....... 161,250 

Maxesspavablegs 4s. deci cual oe cissebes Lee aoe 14,220 

Accrued (salaries and Wagesaenynee ee Pena een oe 4,680 

Acerued pnterests hist ches La eee es ee 10,990 

Notes payable—Stockholders....................- 100,000 

BIrst(MOrt Gages. sce cut aes tec ae ieee ae eae 49 ,000 

Capital stock “Dar s.r tice eee cea en eae 100,000 

SUrpIMS ea sate ee ee ere eee are 65, 290 

ORES ates caro: ere Ao ee VM ee a Ae CT Se 708 , 900 

PUTCHASES) 50 y.s-bonc Wowace eae iam earn a 527 , 630 

Expenses and miscellaneous revenues (net)......... 216,790 

1,336,060 1,336,060 

(f) It was estimated that since July 1, 1960, the company had made a gross 
profit of 3314 %, but that the inventory on hand as of January 31, 1961, 
would provide only $100,000 on a forced liquidation. 

(g) Cancellation of the insurance would provide $990. 

(h) All of the autos and trucks were covered by a chattel mortgage, and their 
total market value was $8,000. There was no interest accrued on the 
chattel mortgage. 

(i) Furniture and equipment had been acquired on contract. Because of its 
special utility, it was estimated that on a forced sale no more than 
$5,000 could be expected. The contract was secured by the furniture 
and equipment. 

(j) The land and buildings were subject to a 6% first mortgage, on which 
interest had been paid to November 30, 1960. It was estimated that 
the property could be sold for $75,000. 

(k) The notes payable to stockholders had not been subordinated to liabilities 
to general creditors. The notes carried a 6% rate of interest, but no 
interest had been paid since April 30, 1959. 

(1) Since prior income tax returns disclosed a large available net operating 
loss carry-over, no current income tax need be considered. 

(m) The cost of liquidation proceedings was estimated to be $5,000. 

(n) There appeared to be no other values on liquidation and no unrecorded 


liabilities. 


ASSIGNMENT MATERIAL—CHAPTER 9 641 


Problem 9-11. The creditors of Capital Goods Mfg. Co. have asked you to 
prepare a statement of affairs as of September 18, 1960. Relevant information 
is as follows: 


CAPITAL GOODS MFG. CO. 


Trial Balance 
September 18, 1960 


Cachan last ouand Bank so -- 41.2) os one 26 , 000 
Cash inuePirst Reliable Bank?.8. 0) eee ee ee 81,000 
ACCOULUSITECE VA DIGS Tan.) ott 5 te Se eee 176,000 
INotesmeceivia blew saz. tc. tls es ae ee 60, 000 
GWA erinls: ey Setet corr i. ytael a” Snes epee Pe 110,000 
GOOUS EINE DTOCESS A 8. Fokony<tes ercaash coe ee ae 178,000 
IE SNGGECOOGS echt e eae hen. Are on en 407 ,000 
Accrued interest on notes receivable............... 800 
Ciiice and factory SUppIIES ca ou... «ears 4,300 
(COG will Sept Perret s ce sets te eal gt ee ee ee 90,000 
AC VAM CER COM U GOA a LIC ices. 3/2/s)-1 6am ies one 40,000 
IPRe DR ICUINSUTAN COcrccscr 6/5 bac 0 ars shoe SOC ae 3,100 
Investmentiin Topsy Co. stock..«. . 4:0. 0s. Siem oe 18,900 
Sinkane fund—— Bonds hs tsa sie 2). bea gle ane Se 108,000 
Discount On DONS s4. ticnw: alot. ae ad care eee 25,500 
1 adeite bay eee N Ve bel EGaVG EPR ee eNene ree. ene er Gee EG iy 8 475 ,000 
Machinery and @quipmente tyson ssc, ot eat ue ae ee 564, 000 
Reserve for doubtful accounts and notes........... 17,000 
Reserve for depreciation—Building. . Bee 280,000 
Reserve for depreciation— Machinery ‘and equipment 206 , 000 
Unsecured bank loan—Second State Bank......... 125,000 
Interest, aceruedson: pank Joan... 02.2.3. acs Ae 4,000 
Reserve for estimated income taxes............... 65 , 000 
Reserve for bond sinking fund.....<............. 108 , 000 
Accounts and notes payable...................0-. 560, 000 
INCOTILCC Wa ECS ortnt. oui rahe awa eG epee tl Set as Sch ays Bye 2,000 
Accrued interest on mortgage bonds............... 13,000 
NCCTUCUMMLCTESt-O NOLES ari tase dwar che aioe ol a ectes 1,700 
Estimated liability for contingencies............... 130,000 
IMortrage bonds payables: sewn sees Gena 400,000 
Reserve for deferred federal income taxes.......... 75,000 
Capita iatche enn ey RANE S Pre Re eet RN PP 420,000 
Retainedtcarningss enh aeersainn fice certs tok chew: 39, 100 


2,406,700 2,406,700 


Office and factory supplies can be sold for $1,500. The prepaid insurance is 
valueless. 

Last Stand Bank closed its doors on July 17, 1959. It is the opinion of legal 
counsel that the bank, the deposits of which are not insured, will be unable to pay 
anything to depositors. 

The First Reliable Bank is solvent and operating. 

Of the accounts receivable, $30,000 are deemed to be worthless. On $75,000, 
an estimated 40% can be collected. The remainder are good. 

The notes receivable and accrued interest are good and collectible. A note 
discounted at the First Local Bank will not be paid at maturity; face of this note 
is $2,200. The maker is known to be insolvent. 

The advances to Utopia, Inc., are unsecured. The company is in the hands of 
a receiver, and it is expected that it will pay its creditors at the rate of thirty 


cents on the dollar. 
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The inventories are expected to realize as follows: 


Finished 200082 22.2 a een ee eg ee ee $280 , 000 
Goods in process (after using $30,000 book value of raw materials 

and incurrime other costs of $85,000) 05... see ee 180,000 
Raw materials (less what would be used to complete goods in 

DIOCESS) cco Scot cadet met eee ore ee ee 58, 000 


The notes payable consist of one note for $20,000 with accrued interest of $600, 
and four other notes aggregating $42,000 on which $1,300 interest has accrued. 
The holder of the $20,000 note also holds the Topsy Co. stock as collateral. Of the 
accrued interest on notes payable, $700 is applicable to unsecured notes. 

Of the $42,000 notes payable mentioned above, one note for $16,000, on which 
$300 interest has accrued, is secured by notes receivable of $15,900, on which $600 
interest has accrued. Another note for $7,000 with accrued interest of $100 thereon 
is secured by warehouse receipts for finished goods having a book value of $7,300 
and an estimated realizable value of $6,400. The remaining notes payable are 
unsecured. 

The goodwill has no value. 

According to an agreement between the company and the bond trustees, and 
ratified by the bondholders, the claim of the bondholders as to principal is set 
at $390,000, and any proceeds from the sale of the building and land in excess of 
that figure will become available to general creditors of the company. At this 
time, it is estimated that the building and land will, at a forced sale, yield $300,000. 

The machinery and equipment, if sold, would probably produce $100,000. 

The market price today of Topsy Co. Stock is $2 per share, although a sale of 
the company’s 5,000 shares would probably depress the market price somewhat 
and yield only $9,200. 

The contingencies account was established in anticipation of an unfavorable 
judgment in a patent infringement suit brought against the company. The ease is 
still pending, but the company’s legal counsel now places the estimate of damages 
at $200,000. 

Except for $300, the accrued wages were incurred since August 1. Of the 
$300, $100 was incurred during July and $200 was incurred during May. Of the 
employees involved, only one is owed more than $600. He joined the company on 
July 26, 1960; he has earned $900, of which $100 has been paid. 

Administrative expenses of preserving the company’s assets subsequent to 
filing a bankruptcy petition are estimated at $2,700. 

The Reserve for Deferred Federal Income Taxes relates to the difference 
between the actual tax levies (for 1958 and 1959) and the tax liability which 
would have existed had the company used the same depreciation method for tax 
computation as it does for accounting purposes. 


Problem 9-12. The partnership of Duncan & Harvey, which is finding 
difficulty in meeting its maturing debts, is considering dissolution—a process 
which would require six months. The bookkeeper prepared the trial balance on the 
opposite page. 


An analysis of the accounts revealed the following: 


(1) All finished goods can be sold for 80% of their cost. Goods in process 
cannot be sold until finished and can be completed by incurring material 
and labor costs of $9,000, of which $3,000 will be from the raw materials 
parteae The balance of the raw materials inventory will realize 

,000. 
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DUNCAN & HARVEY 


Trial Balance 
October 15, 1960 


Semele GATES. cs eo Oe See Ph 20,000 
ACCOUNTS recolva bles... 0 c-eiee wee wegen. = 100,000 
Allowance for doubtful accounts...................... 4,000 
Paterestteceivable® |) <2 659. sal ice nA ie tarts. 700 
INGHestrecelVADIG Sede Jnuder tax enrages a va eta 58,000 
Notes receivable discounted....................00-0.. 12,000 
Ra Wea terials... 30s ete aes) aot mney a oe 9,000 
(Goodshinaprocesen saaciaao cal ik ee ee 20, 000 
BOTS HEC POOUS mre ties Saco-ayt eet ee 15,000 
IPTC DAIGHTSULAM COR, oe. ee ee ed, 1,200 
ETOPELUVE NOL pL CLUSU tae ret mtn eras een ee 18,000 
Machinery and equipment (at cost)................... 9,000 
Bilin eee hier. See eRe. 1. i eee ees 33,000 
[str ENE PN. Cees tae wre aie A. oA Meer 12,000 
‘Accumulatedidepreciation).. 2-6... 8 60.6440) ee ee 6,000 
ipayirollvtaxes: Pay Ablem osc. or ts <4) oon coe 200 
Realestate taxcs=rer te Se ce ae ten eee 1,200 
WVASES Sy ablGm rm wma: fe te or nce: eee ey ke ee 3,450 
INOGLesED a Vallee eet) en. Hesionn. Sev kn cranium Sen ete 60,000 
A. CCOUNPS HDB: OMe t see tol Ra eae kee or ie ee 125, 700 
WMortragerpay ale (2%) coe tae ae csr kobe ice Snes 40 , 000 
Equipment contract payable (the equipment was pur- 

chased on a conditional sale contract)............... 6,400 
Imterestapayable ety tant eckson Shad falas tgs A 1,000 
DUNC AI CAD es ee he sec levek ey gags aan: dared sy ae eg oe eats 15,975 
TAR VG Va (CAD GAL orc ct ayers eit eee ce PRE che ee 1,975 
PETS yDLINCL a iano weaecrrons epee ee ete a) at eae heim oe 18,000 


295,900 295,900 


(2) The wages and commissions were last paid in full on June 30. Commission 
salesmen were dismissed on August 15. Accrued wages in the trial 


balance are: 
Snodgrass, bookkeeper (to October 15).....................04.. $1,400 
Commission salesmen (incurred evenly from July 1 to August 15).. 300 
Duncan, managing partner (to October 15)...................... 1,750 


(3) The partnership owes State Bank on a note of $10,000. 

(4) Cash in City Bank, $8,000; in State Bank, $12,000. , 

(5) Of the notes which were discounted at National Bank, it is estimated that 
one, for $2,000, will not be paid at maturity or thereafter. This note 
does not carry interest. 

(6) The insurance policies expire April 15, 1961; they have a cancellation 
value on October 15 of $900. 

(7) The property held in trust is in the form of stocks and bonds with a 
realizable value of $24,000. The partnership is entitled to a fee of $600 
per year, payable October 15, for services. Cash was not available in 
the trust for the payment; therefore, the fee was not recorded. 

(8) Of the accounts receivable, 60% are good and fully collectible, 30% are 
doubtful and considered to be only 80% collectible, and the remaining 
10% are worthless. 
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(9) All notes on hand are good and are pledged as security on notes payable 
to the Risk-Bearing Financial Co. of $50,000 with accrued interest of 
$500. 

(10) The machinery and equipment, with a book value of $8,000, will realize 
$5,000. All of the machinery and equipment was purchased under the 
same conditional sale contract. 

(11) The land and building can be sold for $38,000; however, the mortgage 
holder has indicated a willingness to cancel the debt and assume all 
encumbrances for the surrender of title to the real estate. Interest on 
the mortgage was last paid on July 15. 

(12) The estimated administrative expenses are $3,000. 

(13) While Duncan has personal liabilities which are approximately equal to 
his personal assets, Harvey’s personal assets exceed his personal 
liabilities by $2,800. Duncan and Harvey share profits and losses 
equally. 


Required: 


(a) A statement of affairs. 
(b) A deficiency account. 


Assignment Material for Chapter 10 


Questions 


Question 10-1. Why is it considered desirable for a receiver to use temporary 
accounts when recording the payment of “old” liabilities? 


Question 10-2. Describe the procedure for recording the payment by the 
receiver of liabilities that existed before receivership: 


(a) on the receiver’s books. 
(b) on the corporation’s books. 


Question 10-3. State briefly how you would proceed to open a set of books 
for the receiver of a small manufacturing concern, the court having issued an 
order that the receiver should continue manufacturing. 


Question 10-4. When a receiver in equity takes charge of a business, why 
is it advisable for him to leave the liabilities on the old books? 


Question 10-5. If a receiver in equity is carrying on the operations of a 
business in financial difficulty, describe the procedure to be followed with respect 
to the accrual and payment of interest on old notes payable. 


Question 10-6. Why is it usually desirable for a receiver in equity to open a 
new set of books when he takes over the direction of a business in financial trouble? 


Question 10-7. Describe the procedure to be followed in closing the receiver’s 
books at the end of a regular accounting period. How would these entries differ 
from those made when the receivership was terminated? 


Problems 


Problem 10-1. On July 1, 1960, Thomas Marley was appointed receiver for 
Goodley Industries. The account balances listed below are taken from the adjusted 
trial balance of the receiver’s books as of the close of the fiscal year ending June 30, 
1961. 


AccOuUntseTecelva ple Ne Wie nc ees ee ue ee gc ah 118, 202 
FNECOUN te reCelVaDle—-Old aan be Teen per epee cies eerre cod 24,140 
Goodley Industries—In receivership....................0005, 1,234,567 
Revenue and expense (debit balance)....................-... 11,404 
Goodley Industries—Notes payable paid (noninterest)......... 12,000 
Goodley Industries—Accounts payable paid.................. 35,620 
Allowance for doubtful accounts—New....................5. 18,500 
Allowance for doubtful accounts—Old....................5.. 4,330 
Goodley Industries—Accrued bond interest paid.............. 5,000 
Goodley Industries—Bond interest paid..................05. 15,000 
Nccounts payable—-New et ose sven cten oh diane fe ay os geo 46 ,555 


The liabilities remaining on the books of Goodley Industries include $500,000 
of 4% bonds maturing in 10 years. The bonds were issued at par. 

Prepare journal entries to close those of the above accounts which should be 
closed on June 30, 1961. The receivership is not being terminated. Also submit 
any closing entries that would be made on the books of Goodley Industries, giving 
consideration to the data presented in the problem. 

645 
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Problem 10-2. The following matters arose during the calendar year 1961 
in the affairs of Promotional Corporation, which is being operated by Ralph Jones, 
the receiver. 


(a) Jones paid interest, accrued on the corporation’s books at the end of 1960, 
on old bonds payable, in the amount of $10,200. 

(b) The receiver retired $40,000 of the outstanding bonds at par. 

(c) Jones paid interest applicable to 1961 on an old mortgage payable, in the 
amount of $3,300. The mortgage interest expense for the full year 
amounted to $4,400. 

(d) On December 31, 1961, there was $21,000 of unpaid interest which had 
accrued during the receivership on the old bonds payable. Approval for 
payment of this sum had not been received at year end, and no accrual 
has been made on either set of books. 

(e) The Revenue and Expense account in the receiver’s books on December 31, 
1961, showed a debit balance of $5,940, after all revenue and expense 
accounts had been closed. 


Required: 


(a) Journal entries for the above on the books of the receiver. 


(b) Journal entries for the above, where appropriate, on the corporation’s 
books. 


Problem 10-3. A business is unable to meet its obligations. Its balance sheet 
is presented below. 


REED COMPANY 
Balance Sheet 
December 31, 1960 


Cashier: Se cence sen sresretsons $ 3,246 Accounts payable............ $ 82,465 

Accounts receivable.......... 48 ,534 

Inventoryvos ane eee 75,620 Capital stock...... $150,000 

Bixed jassete: desis neta eos 124,340 Retained earnings... 19,275 169,275 
$251,740 $251,740 


A. D. Evans is appointed receiver and is authorized to take over all of the 
company’s assets. He finds that the fixed assets have never been depreciated, no 
uncollectible accounts have been written off, and obsolete merchandise is included 
in the inventory at cost. To avoid showing these overvaluations as losses incurred 
during his receivership, he insists that the company provide for past depreciation 
of $63,190 and for uncollectible accounts of $6,420, and write the inventory down 
to $42,460 before he takes possession of the assets. 

During the following year he collects $39,400 on the accounts receivable and 
decides that the remainder are uncollectible. He purchases $423,200 worth of 
merchandise, and pays all but $22,000 of the liabilities for it. His sales are 
$562,140, of which all but $34,680 is collected, and he sets up an allowance of 
$1,250 against this amount. His expenses were $94,365, of which $12,414 is unpaid 
at the end of the year. His closing inventory is $37,140. He charges 5% deprecia- 
tion on the fixed assets. He collects his fee of $12,500 and makes an 80% payment 
to the creditors having claims before the receivership. He then returns the business 
to its owners. 

Present journal entries for the above on the receiver’s books and the company’s 
books. 


ASSIGNMENT MATERIAL—CHAPTER 10 647 


Problem 10-4. Kennedy Hotel Company is unable to meet the interest on its 
bonds, and the court appoints Joe Wills as receiver in equity to operate the 
business until such time as its affairs are brought into order. The balance sheet of 
the company follows: 


KENNEDY HOTEL COMPANY 
Balance Sheet 


June 30, 1960 


Cashed tiers See ee vee $ 3,264 Accounts payable............ $ 34,642 
Accounts receivable, after Accrued bond interest........ 7,500 
deducting allowance for 
doubtful accounts of $3,000. 16,134 Bonds payable—6%......... 250,000 
Supplies inventory........... 6, 853 
Pande ey OOO OS, 60,000 Capital stock...... $500, 000 
Building, after deducting accu- Less deficit... ... 137,531 362,469 
mulated depreciation of 
SLSO OOO et ay eh eee 420,000 


Equipment, after deducting 
accumulated depreciation of 


S120 O00 Nh ete eh 148,360 
$654,611 $654,611 


The receiver takes possession of all assets except land and building. 

During the first year, the receiver collects $10,480 on the accounts receivable 
and writes off the rest of the accounts as uncollectible. The total revenues from 
operations amount to $244,675, of which all but $8,240 is collected. An allowance 
for doubtful accounts in the amount of $1,240 is set up against these balances. 

The operating expenses, exclusive of the provision for uncollectible accounts, 
losses on realization, receiver’s fee, and depreciation charges are recorded as 
$188,435, of which $12,165 remains unpaid. This total gives no consideration to 
the consumption of supplies. 

Supplies carried at $2,550 in the June 30, 1960 balance sheet are sold for $2,000. 
The ending inventory of supplies amounts to $3,200. 

Much of the equipment is obsolete or no longer usable. Equipment carried at 
$26,825, and which is 50% depreciated, is sold for $18,500, and new equipment 
costing $12,000 is purchased for cash. Depreciation at 10% per annum is taken 
on the equipment, on the basis of the closing balance, and is adjusted for half a 
year’s depreciation on the new equipment. 

The receiver pays the accounts payable, accrued bond interest and bond interest 
for the year, and his fee of $12,000. The company provides $13,800 depreciation 
on the building. 

Prepare entries in journal form for the books of the receiver and the company 
to record the stated facts and to close the books. Also prepare working papers for 
the year ended June 30, 1961. The receivership is not to be terminated as of 


June 30, 1961. 


Problem 10-5. Jackson Company, finding its credit impaired, prepared the 
following statement, as of January 1, 1961: 


Assets Liabilities and Stockholders’ Equity 
Cash site. re eee $ 2,107 Accounts payable........ $480, 201 
Accounts receivable...... 184,216 
Imventony..sse cer ere re SAD io Ome Capital’ stocker. cum.lreree 100,000 
Fixed assets—net........ 248,607 Retained earnings....... 200, 485 


$780 , 686 $780, 686 
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The corporation applied for a receiver; A. L. Sands was appointed and granted 
permission to operate. 

The receiver took over the assets as shown in the above statement, first requir- 
ing that the merchandise be written down to $290,110 and the accounts receivable 
to $152,600. 

On May 31, 1961, the receiver had collected all of the accounts receivable taken 
over, with a further loss of $12,170; had made sales on account of $350,100; and 
had collected for all of these sales with the exception of $48,100 still carried as 
accounts receivable. He had paid old accounts payable of $350,510 and receiver’s 
expenses of $75,415. He returned the business to the stockholders on this date, 
after charging $18,300 as depreciation. There was an inventory of $41,180. 

Prepare all entries which should appear on the company’s books and on the 
receiver's books, and submit a balance sheet of the company after the business 
was returned to the stockholders. 


Problem 10-6. The following balances were taken from the books of Vendor 
Equipment Co.—In Receivership and Bryant Hughes—Receiver on December 
31, 1961. The receiver’s inventory on this date amounted to $92,140. 


(B)0-| | eae ene rR Mer Ree Gee MER eo Rei rind cht Onc oto, atric 26,340 
Accounts receivable—Old.....................-..- 80,409 
Accounts receivable—New......................- 32,412 
Allowance for bad debts—New................... 1,260 
Merchandise—December 31, 1960................. 190, 804 
Pixtuvess., coe. cael Oe ee 42,800 
Accumulated depreciationaaee ace ee eee 24,140 
Trad Gmarkes Yer cise ae haere og eee a eee 24,930 
Accounts payable—-New.......... 4. 4ssses «ves nek 58,371 
Vendor Equipment Co.—In receivership........... 214,131 
Balesitty SF, Mae aE eee I ee, Ae 634,810 
DSalesi discounts: 720 Joes Seb eM ee 8,306 
Purchases 5 iauche ng oe a oe ee ee eee ee 264,320 
Purchasediscountshs a, areas cee BIO Sane 34,150 
Depreciationof fixtures: ene nari Wormer one . 4,280 
Bad debts expense a. 4.5 ek. Ake, Pete eee 1,260 
Selling 6xpenses.ta.noe cpa ee as eee ee 140,270 
Generdexpenses sna... yc, meen ene ee ete eaters 101,301 
Receivers i6es secret eet Onc ee 18,400 
Lossionmtold receivables: aie. ee ere ee 16,230 
Mortgage interestiexpenses. 2... se soe ese ae 4,800 
Vendor Equipment Co.—Accounts payable paid... . 10,000 
Vendor Equipment Co.—Mortgage interest paid... . 4,800 
Bryant Hughes—Receiver....................5+: 199,331 
Mortgage payable—due June 30, 1967............. 60,000 
Capital stock——S50\ par. va. nates dete vse nia eee 150,000 
DGLCIitit c r.0% scans nat tree IR OGY eeterertact ene sa nneee ara 5, 869 


1,176,862 1,176,862 


Required: 


(a) A completed working paper containing the following column headings: 


Receiver’s Trial Balance 
Company’s Trial Balance 
Eliminations 

Income Statement 
Balance Sheet 
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(b) Journal entries on the books of the company to record the termination of 
the receivership on December 31, 1961, and to close the books at year 
end. 


Problem 10-7. The accountant for a receiver is unable to reconcile the 
reciprocal accounts between the receiver and the company in receivership. The 
two trial balances follow. From them and the data following, you are to prepare 
a statement reconciling the reciprocal accounts and showing adjusted trial bal- 
ances. The receivership has been in operation for one year, ending October 31, 
1961. 


The Morley 
Company— 
Receiver’s Books In Receivership 
(OSG s 5 cra eet: A ee ee ae ae 40,533 
Accounts receivable—New........... 48,160 
Accounts receivable—Old............ 3,572 
Allowance for doubtful accounts. ..... 3,220 
UnVentorvie sh ions. Batantionm ee 32,414 
WiXedbassetaters: My icrec tyS- 45 ee ear ases 62,000 400,000 
Accumulated depreciation............ 7,400 120,000 
NeCOUNntS PAV ADle vet 55 oo rhe 29,520 83 , 650 
Bonds payable—6%................. 200,000 
Accrued interest, October 31, 1960.... 7,500 
ORDA AUOCK ee etc. kee een 500,000 
Retamedearnings...0..120 ee ae ee 363 ,321 
G. M. Crane—Receiver.............. 147 , 829 
Once Sl aan ah Bn ae Sd Se ere 2 ees 522,000 
ere asca smite Se; oak, 1a diaayhs sobs Caen ec 424,650 
IBIXDOLISE Sata 5 cert a asetiereiks er ewe 128,050 
The Morley Company—In receivership 183 ,679 


742,599 742,599 911,150 911,150 


The receiver wrote off old accounts receivable amounting to $8,460 against the 
allowance account and provided $4,000 for bad debt losses on the new accounts 
receivable. The rest of the old accounts receivable are considered collectible. At 
the end of the year he sold fixed assets carried in the asset account at $42,000 for 
$12,000, crediting this amount to the Fixed Assets account. The accumulated 
depreciation on the receiver’s books represents the amount provided by the 
receiver on the assets transferred to him, computed at 10%. 

The fixed assets that were retained by the company should have been depreci- 
ated at 10%. nye 

The receiver paid a 30% dividend on the accounts payable existing prior to 
receivership, and debited this amount to Accounts Payable on his own books. 
The reduction of the liability has been recorded on the company’s books. In 
addition to this, he paid the interest for one year on the company’s bonds, which 
he charged to Expenses. 

The company has made no record of this payment. 

The receiver, with the approval of the court, paid himself a fee of $10,000, 


which has been charged to Expenses. 

Problem 10-8. On August 31, 1961, Grange Company made a general assign- 
ment to B. Britton for the benefit of creditors. The assignee intended to continue 
operations, and he opened a new set of books. The assignor’s balance sheet on 
August 31 contained the accounts listed on the following page. 
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Debits Credits 

Cash iecacde tex eae ee eee $ 2,000 Accounts payable............. $26 , 250 
Notes: receivables. sere eee 10,000 First mortgage bonds, 6%..... 25,000 
Accounts receivable........... 21,000 Accrued interest on bonds..... 750 
Due.from officers. . 3-255. .-- 2. 3,000 Allowance for bad debts....... 2,000 
imventories ie: eseis a eens 13,000 Accumulated depreciation..... 10,000 
Hquipment aa na aeee eet 40000) 8 Capitalistockt, nae -eeoenee 20,000 
Retained earnings............ 5,000 
$89 , 000 $89 , 000 


As it developed, the assignee conducted no operations, and by October 1, 1961, 
he had determined that the assets were not worth their book values and that a 
reorganization was impracticable. He decided to liquidate. 


October 6—Inventories sold for $8,000. 
October 17—Accounts receivable, excluding officers’ accounts, sold for $10,000. 
October 18—Officers paid $425 in full settlement of their accounts. 


November 15—Notes receivable for $8,000 collected, and one for $2,000 settled 
for $750. 

November 30—Equipment transferred to bondholders in complete satisfaction 
of their claims against the company. 

November 30—20% payment on accounts payable. 

December 15—The assignee paid his fee and expenses amounting to $3,600 and 
made a final payment to creditors. 


Make journal entries in parallel columns to show how the transactions should 
be recorded on the books of the receiver and on the books of the company, and 
to close the two sets of books. 


Problem 10-9. On April 30, 1957, Morgan Corporation was taken over by 
Sam Smith as receiver. The combined balance sheet three years later appeared 
as follows: 


MORGAN CORPORATION—IN RECEIVERSHIP 
SAM SMITH—RECEIVER 
Balance Sheet 


April 30, 1960 


Assets 


Liabilities and Net Worth 


Cash trac. on tats arte: $ 57,300 Accounts payable—New...... $ 61,4380 
Accounts receivable—Old..... 46,000 Notes payable—Old.... 37,000 

Accounts receivable—New.... 22,920 Chattel mortgage payable— 
Inventory sis c demi erie 52,780 Old 8. % can ea erie See 42,000 
Notes receivable—Old........ 32,400 Accrued interest on mortgage. 350 
Equipment......... $58 , 300 Capitalistock fs ctsanemee oat 100,000 
Less accumulated Harned supplusuesseeaee er 6,810 

depreciation.... 22,110 36,190 

$247 , 590 $247 ,590 


As of the balance sheet date, the balance in the Morgan Corporation—In 
Receivership account was $186,160. The receiver continued to operate the busi- 
ness for one additional year, during which time the following occurred: 


Si (0,0) ae) /m\ ib 18 (9, kelte, (6 (6) el isi'e) 6) (Slip) /0]/ 1 el pik, 


400,000 
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Cash collections on new accounts, after discounts of $3,800 taken 


PV CUSUOTIOES Genito ited ae ee a oe te ee $378 , 000 
Pav MenLs OD ACCOUNES 0c obs cSt eae ih os ee 250, 000 
Payments for selling and administrative expenses.............. 67,400 
Provision for doubtful accounts—Receiver’s sales.............. 1,000 
Depreciation taken on equipment—5%....................... 2,915 
Payment of mortgage interest, leaving $350 accrued and unpaid as 

CORBET SU TOU ree cet oe ck ee ae Me 2,100 
Payments for receiver’s expenses... 250.0640. 0e odes eee bens 28,500 
Disbursement to settle the old, noninterest notes............... 37,000 
Sale of fully depreciated equipment costing $5,200, for cash..... 300 
Provision for current year’s income taxes..................... 15,000 


The April 30, 1961 inventory amounted to $51,500. The old notes receivable 
are noninterest-bearing and are considered collectible. 


Required: 


Journal entries on the receiver’s books covering the year ended April 30, 
1961, including the wind-up of the receivership as of April 30, 1961. 


Problem 10-10. On June 30, 1960, a receiver in equity was appointed by 
the court to take over the assets and operate the business of Rider-Walker Com- 
pany, whose balance sheet as of that date included the following accounts: 


|OESTING le. Sd See eie .caick Ae $ 16,000 Accounts payable............ $ 60,000 
ESEINCHIN Smee, SPE AE 2 hh 5 65,000R Notesmavyabletmes spree 25,000 
WIRE MINET Vr Ete, We oe. sce 45,000 Reserve for depreciation— 
Raw materials and supplies... 5,000 Buildingss.9 yee eee 8,300 
Goods in process............ 15,000 Reserve for depreciation— 
Himished @00ds*. 2. 6 «, ..c8ss. 21,000 Machineiyancs ae een eee 13,500 
Accounts receivable ....... . 85,000 Reserve for doubtful accounts. 2,000 
CORNELIS 4 Oe i pedi ities ana ae 25 000. = Capltalist0cksam:) otnanwere fue 150,000 
TOCHIGI ae te __ 54,300 oo 
$258 , 800 $258 , 800 
The receiver operated the business for a year, his transactions being as follows: 
Purchases of raw materials and supplies on account............ $ 86,350 
Payments tor direc tilabOlss taco ae oe a sos teen) sees eae 52,875 
Paymentaaor ovher factory expensesic. 1... 4... nace spasms ease: 26 , 932 
Payments for selling and general expenses..................... 18,275 
Salesiof finished goods on account. sme smart: genes eo 266, 200 
Collections trom such sales. -\ccracit «22 attr hare ae. tee eEe 250,650 
Payments for raw materials and supplies purchased on account.. 75,000 
Collections of old accounts receivable......................... 29,500 


Of the remaining old accounts receivable, losses are expected which make a 
reserve of $3,500 appear desirable. 

The receiver provides 5% depreciation on the buildings and 10% on the 
machinery and sets up a reserve of $1,500 against the new accounts receivable. 

All of the old notes and accounts payable are paid, together with interest of 
$750 on the notes. 

Inventories at the end of the year are: 


Rerinateriais and Supplies: Gaye: sil kere s ele ectan- wii tet sce: $12,800 
MenGtls St PrOless de Seer a RG eae neces ea 19,600 
26,000 


SELLS FE IPA oat part ace MRP ch chee cue eters ie gr eae a ae 
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Make all necessary entries on the books of the company and the 
receiver to record: 


(a) The transfer of the business to the receiver. 
(b) The operations during the receivership. 
(c) The return of the business to the owners. 


Also prepare an income statement for the year, supported by a schedule showing 
the cost of goods sold. You may accept the account-title terminology used by 


the company. 


Problem 10-11. Adams Company was unable to meet its current obligations, 
and Robert Wilcox was appointed receiver. The receiver took over all of the assets 
at their June 30, 1960 carrying values. The post-closing trial balance on June 30, 


1960, shows the following: 


books of the 


(GET «WR SHE Seman fog yee et rae eR RENTS tg ty er AE ON, OMe ARG 750 
‘Accountsimeceivabletiinegtt tt wae a A ee ee 95 , 400 
Allowance: torbadidebtsiarean se are et ee ene see 4,750 
INGtesineceivablen aeie. see tie tt oe eS oe acer neh aces 3,500 
Raw materials 5 te) 8 ool, res oe, Seen. i et eat 5 12,500 
(GOGdS ink Processes ae Meats ee Pe NEMA 2h eon RD ete A 25,000 
Bintishedegoods aie vce cee erat tier a ek hee Paes Spl 45,000 
W BBG (o ba eS See oe Na aM alee seek abet eh tye ok eee a Oe ee 10,000 
Baildingstis ic Greet Se ewes aise Dine tate : eerie Sones 100,000 
Hurnituresand tixttinesw eaten t er ei Genin soak - 6,000 
Machinery andiequipmenth: qesew:.. sett.ces. sess se 50,000 
PDN OUGS vances tees aU a ee OO wre ey ae 5,000 
Accumulatedsdepreciattone. pee ten aie eee tee 28,000 
Accounts payables rare ener. os AEE ek et ee 85, 250 
INO tesspay able: pap eeuaee Renee © SMR OR yarn ork 74,500 
Accrued interest—Notes payable..................... 2,000 
Accrued interest—Bonds payable..................... 750 
(INGORE TAXES 55. sls) eon enero aes old MEME: RNAP colce seca 1,400 
Oopahirab MOrieage DONC Amen Ew er ener een nnn 75,000 
Canitalist0cks ect ete ta key, eek beeen at SRS a eee 75,000 
Retained iearninge cc, career eet so kets eee ce 6,500 
353,150 353,150 


The transactions for the first year of the receivership are summarized as follows: 


Collections on old accounts receivable: 


Total aecatints cies iis oes ae Oe ck ee or a $ 95,400 
Less: 
Discounts, allowed «05,0 cnencem on ners cee ee $ 790 
PNT A AML OL s comma bu Goese deseo yon. oon 5,875 6,665 
ING HCAS ite nsh concise ces tessa teeters 4 Some Ae ee $ 88,735 
Collections on old notes receivable...................0s+eu-e. $ 3,500 
Settlement of old notes payable: 
LOGE] NOtES ss). bear errno ea Sas hae ein aia eee ee $ 74,500 
Receivers certificates Issued. acum sarees eee eee ae 50,000 
Paid sin’ Gaglite ste Pee ye ee rc cee eet oe ee ae $ 24,500 
Settlement of old accounts payable: 
Potal accounts. 5 Myysrys se ates oe en ee eee $ 85,250 
Receiver’s certiiicates issuccimean | tans rier art nen 65,000 


$ 20,250 
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Same oniavcounts.#)...).. 4) 4. 2 aaa eee BA Oe oe Trae, $390 , 000 
Provision for bad debts (14 of 1% of sales) 
Less: 
Returns and allowances*.-5 ee eee ene $ 2,700 
PDCSCOUITGS Serre tS yet RO tl, A eid. Sc Gear hee Oe 2,500 
INCODIAT pav ar ite oan ot os ee ke ne ee 450 
Cashsreceiveds 2 ny ay ee | te 336,350 342,000 
Balan Contre cree crate ke ae en ee ee ee en $ 48,000 
Cash disbursements: 
ULCHASESTOL EW INGLCTIAIS tn ee. Fee Pea a eee ee $ 93,650 
TEATS arc PRN, ves ment ak es ere ER ATI ne ke A aes 94,500 
HaGtOWeex pense heist Mang cxe a ace gtk WR ee 51,360 
SILCSINCINS (SAIS TICK A Memmi aa i eee hae hols pee Oe ee a 27,500 
Denne GX POSE SSA kn 5 Ne eae at Me een ee ee 15,750 
IRCCOLVON Si CXPONSCE 82 acre icce OG ct As en ee 21,625 
Bondinterest (onexyear) -ekee. 2 sa ee Se ee 4,500 
Maxes-= Prior Year vemos aio os Re See, 1,560 
axes——-CUrren t- Year verde a tive hein ee a eee ee 1,200 
interestron nhotespayablal.wice.. Wk 0 6 Beenie cee 4,000 


Prepare journal entries as they should appear on the company’s books and the 
receiver’s books, and the June 30, 1961 triai balances of both sets of books. 

Adjustments are required for the following matters prior to preparing state- 
ments on June 30, 1961: 


PNCOTUIEC CAKES Sch dersaa Soho yee as ck ROS fv Be ee ea ee ee $1 , 250 
NECIUEGROONG INGETESE PEt ANE ee SRL FED LURE ee ene 750 
Accrued interest on receiver’s certificates...................0205. 550 
Depreciation: 
SU cain rs ewe ey Varah occ Oe oye ae Ses oe oc eee rrents 2% 
Machinéryzand_equipment ...2.0 cases eee ae eae 10 
urniture and. fxtures;....0- a. <1 eft hime alee. oe eneR ee 10 
MNOOIS Hoesen eee IL TM rd. Shee seer ee 20 
The June 30, 1961 inventories are set forth below: 
Eva ciate Tralee: Aste foie cls v.54 21k pA PRUE SPOR ene eee $10,500 
Gocdsaneprocessais intact neers ue eit cepa aya. Pa eee 7,800 
Puntehod g000s. 8... 1 0i-2 « tacawetyoreras Hantiemire ag a soe 32,200 


Prepare working papers with pairs of columns for: 


Receiver’s Trial Balance 
Company’s Trial Balance 
Adjustments 
Eliminations 

Cost of Goods Sold 
Income Statement 
Balance Sheet 


Assignment Material for Chapter 11 


Questions 


Question 11-1. Distinguish between a statement of affairs and a realization 
and liquidation account. 


Question 11-2. List the classifications used in the statement of realization 
and liquidation (other than the balancing item), and describe briefly the nature 
of the items appearing under each classification. 


Question 11-3. Why does the realization and liquidation account, which 
presents facts concerning assets and liabilities as well as those for revenue and 
expense, have a gain or a loss for a balancing amount? 


Question 11-4. Show how you would present the following in a realization 
and liquidation account: 


(a) Accumulated depreciation at the beginning of the period, depreciation 
for the period, and accumulated depreciation at the end of the period. 
(b) Discounts allowed to customers. 


Question 11-5. Describe two methods of handling a disbursement for an 
expense when a portion of the payment is applicable to an accrual existing as of the 
beginning of the period covered by the realization and liquidation account. 


Question 11-6. The realization and liquidation account with its supporting 
statements may be prepared by a process of journalizing in the statements. 
Describe the offsetting debit and credit entries with respect to the following: 


(a) The discovery of additional liabilities. 

(b) The sale of merchandise on account. 

(c) The collection of old accounts receivable at a loss. 

(d) The collection of interest on notes, part of which was in aeerneg prior to this 
period and part during this period. 

(e) The discovery of additional assets. 

(f) The purchase of merchandise, and payment therefor at a discount. 

(g) The completion of a composition agreement with creditors. 


Question 11-7. State why it is recommended that a distinction should be 
maintained between old and new accounts receivable and accounts payable. 


Problems 


Problem 11-1. The following data were taken from the trial balance of 
Pittsfield Company on July 31, 1961. 


Cash ase sen ne eee $ 11,320 Accounts payable............ $ 22,000 

Accounts receivable.......... 23,400 Interest accrued on mortgage. 312 

Iniventoriesins eee arsenic 10,350 Mortgage on real estate,6%.. 26,000 
Land and buildings.......... 55,000 Accumulated depreciation: 

Machinery aie amen cnr 35,000 Buildings'. 5 casa eae ee 5,000 

Furniture and fixtures........ 9,700 Machinery: a. eee 8,000 

Tools) echt kaccva aa Oe 5,000 Furniture and fixtures...... 5,100 

Capital stock... 4. cca ace 60,000 

Retained earnings,,,,,,,.... 23 , 358 

$149,770 $149,770 
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A stockholders’ meeting was held on July 31, 1961, and dissolution was ap- 
proved. The land and buildings were sold to the mortgagee for $35,000 as of 
August 15, 1961. 

On October 1, 1961, when the liquidation was completed, the cash book showed 
the following: 


Debits: Land and buildings, $8,623; machinery, $24,500; tools, $2,100; 
furniture and fixtures, $3,700; accounts receivable, $21,000; 
inventories, $8,000. 

Credits: Accounts payable, $22,000; expenses, $1,600. 


Prepare a realization and liquidation account and a cash account covering 
the above transactions. 


Problem 11-2. On June 30, 1961, the trial balance of Style Company ap- 
peared as follows: 


STYLE COMPANY 


Trial Balance 
June 30, 1961 


(COT Sh cle cg Jaa ieee 0 ies i ee tee AEE elf ind eG Mas RL: 4,200 
PNCCOUN tS TECEIVADIES yor. ih, Mae nin a i ke a eee eee 14,400 
IWierGlran Wise sob eset Aen be eet oO teen Oe ho ein Sie ee eee 18,300 
PITeUre an Gs xtUTes ee ee Ce Ne so eee ee 20,650 
Accumulated depreciationey..© aeisnces ct tke. Get hee ae 12,800 
Mecounts payable. 5 ch, ee AIS eee as OS 32,100 
PNCCLUC (CXPEDSESixiyess ly sens cas sha pn ee 4,050 
Ganitalpstockerer A iy. es edge.) anette Beak ede eee 25,000 
Retaimeciearnipgs: (CEVCib) a4 eect eee Cee a 16, 400 


73,950 73,950 


The following transactions occurred during the six months ended December 31, 
1961: 


(1) Merchandise purchased on account—#4, 100. 
(2) Merchandise sold on account—$28, 200. 
(3) Cash payments made: 


NCCLUEG EXPCDBES.... re seers eee Nei) = seed ct RN say rt $ 4,050 
Oldbaceounts payable a2. sce cycemmcuntasn ot ag hueviayMa hey tenes 22,200 
iINeweaccounts payablestis on 9) elem sc seelenine grate cree 2,900 
Gperntin pexpenbes seeks uy a anal Rest hee aN ae tele 3,100 

Tho Galle Pe rey Sa he A Le SIE So. Oe $32 , 250 


(4) Cash receipts: 


Oldiaccountsmecelvableat arn ae sea tee nae $ 8,200 
Newsaccounts Tecelvablesser erie etn tr rie cue ara 26 , 200 
2 ER es a a gee Mee. Sete ee cher. $34, 400 


(5) All old accounts receivable not collected were written off. 
(6) Depreciation of furniture and fixtures—$1,040. 


Indicate, by the preparation of offsetting debit and credit entries where appro- 
priate, the effects of the above transactions on a realization and liquidation 


account. 
Problem 11-3. The balance sheet on the following page was prepared for a 
retailing corporation on the day it began liquidation proceedings. 
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BONNER CORPORATION 
Balance Sheet 


May 1, 1961 
Assets Liabilities and Stockholders’ Equity 
Caghs..265 ened a eee $12,200 Accounts payable......... $31,400 
Receivables. ...... 2... 38,600 Interest payable.......... 100 
IMerchandiseemmenetn ore 17,400 Mortgage payable........ 5,000 
Delivery equipment (net)... 5,900 Capital stock............ 50,000 
Hixtures: (net) seis 14,100 Retained earnings........ 1,700 
$88 , 200 $88 , 200 


Receivables having a book value of $24,900 realized $21,300. The merchandise 
was sold for $12,000. The delivery equipment was taken by the mortgagee in full 
payment of the mortgage and accrued interest to date, in the amount of $150. 
The fixtures realized $6,700. 

The accounts payable were paid, less discounts amounting to $2,100. Liquida- 
tion expenses, amounting to $3,200, were paid. 

Prepare a statement of realization, liquidation, and operations covering the 
above transactions, which were completed during the four months ending August 
31, 1961. 


Problem 11-4. Flexi-Starter Corporation, having insufficient cash to con- 
tinue operations, petitioned for a receiver. The following balance sheet, as pre- 
pared by the company on June 30, 1960, was given to Harold Cooper, the receiver, 
who was granted permission to operate. 


FLEXI-STARTER CORPORATION 
Balance Sheet 


June 30, 1960 


Assets Liabilities and Stockholders’ Equity 

Caphectes ja. ee cee eR ae $ 22,407 Accounts payable........ $ 614,297 
Accounts receivable.......... 264,820 

ImVentorye tates is cote oct ae 472,183 Capital stock........... 500,000 

Fixed assets....... $811,210 Retained earnings....... 225,513 

Less accumulated 

depreciation... 230,810 580, 400 

$1,339,810 $1,339,810 


At the request of the receiver, the company wrote down the accounts receivable 
to $204,000 and the inventory to $406,500. The receiver took over the above 
assets at the balance sheet figures except as noted. 

By June 30, 1961, he had made sales on account amounting to $740,320, col- 
lecting all but $62,920, which is carried as accounts receivable. All of the old 
accounts receivable remaining after the writedown were collected, but at an 
additional loss of $14,260. He paid $384,208 on old aecounts payable and re- 
ceiver’s expenses of $209,112. He made purchases of $211,920 during the period, 
which were paid-in full. 

He returned the business to the stockholders on June 30, 1961, after charging 
$58,040 as depreciation. 

The inventory amounted to $270,340. 


Required: 


(a) Realization and liquidation account. 
(b) Realization income and loss statement. 
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Problem 11-5. Chandler Corporation took the following information from 
its books on September 30, 1960: 


Debits Credits 

Cachan eyaeecn ser ae once $ 150 Mortgage on land and building. $12,000 
Accounts receivable........... 3,130 Interest on mortgage.......... 180 
Workunsprocessa. «2-25-56 243204 SNotes payable’..c.v. fsck eiee oh 8,500 
Materia ernie ret, folie ae 9,625- Accounts payable............. 39,750 
Bonds of other companies..... 9,600 Accrued salaries and wages.... 2,135 
Land and building—net....... 19 5GOO 7 eAcemieditaxesiae. «ou. cu eos GEES 

Machinery and equipment—net 17,600 Capital stock........ $50, 000 
Lessideiicit -= .... 28,655 21,345 
$84,025 $84, 025 


A program of liquidation was decided upon. 

During the year ending September 30, 1961, the collections from accounts 
receivable totaled $2,500; the remaining accounts, with the exception of balances 
totaling $350, were written off. 

Materials valued at $6,525 were used in completing work in process, and pay- 
ments for labor, in the amount of $8,300, were made for the same purpose. The 
work in process, when completed, was disposed of for $38,000. The balance of the 
materials was sold for $2,950, cash. 

Interest amounting to $75 was collected on the bonds owned, and the bonds 
were sold for $9,850. 

The land and building were sold to the holder of the mortgage for $18,000. 
Additional bond interest amounting to $90 had accrued at the date of the settle- 
ment. The company received in cash the excess of the sale price over the principal 
and interest of the mortgage. 

Machinery and equipment carried at $10,000 were sold for $9,000. 

All liabilities on September 30, 1960, were settled in full, except notes payable 
totaling $3,500 and accounts payable totaling $9,500; the total payment for 
taxes, including the accrual on September 30, 1960, and the subsequent accrual, 
was $230. 

Expenses of liquidation were $3,115. 

Prepare a realization and liquidation account and a cash account for the year, 
and a balance sheet as of September 30, 1961. 


Problem 11-6. The stockholders of Bleak Corporation resolved at their 
meeting on June 5, 1961, to liquidate as of August 31, 1961. The latest balance 
sheet of the corporation is presented below. 


BLEAK CORPORATION 
Balance Sheet 


May 31, 1961 


Assets Liabilities and Stockholders’ Equity 

(ORY ahs ce oee-c er Sep ROR Coe $ 36,750 Accounts payable, including 
Accounts receivable.......... 33,500 CAXESy onan caates ars $ 15,600 
MierchandisGanqesned ces sc 120,250 Accrued pay roll.. Lee 450 
Land and building—net...... 30,000 Mortgage interest payable... 250 

Equipment—net............. 20,500 6% mortgage due January Js 
LOGI UE FREY AGE 10,000 

Capital stock, 4,200 shares, $50 
POSTE VOLUC eee acta areca obs Sys 210,000 
Retained earnings........... 4,700 


$241 ,000 $241, 000 
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The stockholders’ resolution accepted an offer of the directors (who were the 
principal stockholders) to serve without compensation in effecting the liquidation. 
The resolution stated further: 


The $15,000 cash offer of a real estate company for the equity in the land 
and building is to be accepted at once, the purchaser to assume the out- 
standing mortgage of $10,000 and to pay all expenses of sale. Title is to 
pass on June 30, 1961, and the corporation is to pay mortgage interest 
accrued to that date. 

For the two weeks ending June 26, all merchandise on hand is to be offered 
for sale at 80% of regular sales prices on a cash basis with no returns per- 
mitted. Any remaining merchandise is to be sold at auction. 

If realization and liquidation is complete, a final liquidating dividend is to 
be paid on September 1, 1961, to stockholders of record August 31, 1961. 


In solving this problem, depreciation on the building subsequent to May 31, 
1961, is to be ignored. All of the equipment is sold. It is estimated that $800 would 
be a fair charge for depreciation on the equipment for the months of June and 
July. 

Following is a summary of the cash transactions for the three months ended 
August 31, 1961. 


Debit Credit 


June Cash'sales-——reculat4: Bal aie 4.0 ee aie re $ 5,850 
Accounts receivable collections.............. 23 , 500 
Cash sales—20% discount.................. 47,350 
Cash received from auction sales: 
Menchamcise c.tusvas cotter: «ic ati tron anita: 31,500 
Equipment. 2. cht eee. ere since rere 8,250 
hiquidation expensesse i... san ae eee $ 2,850 
Interestion mortgages oe ae ele eee 300 
Proceeds from sale of land and building...... | 15,000 
Officers’ and office salaries (including separation 
payments and $450 accrued pay roll)....... 5,550 
Accounts payable, including taxes........... 15,600 
July Accounts receivable collections.............. 1,250 
Cash received from auction sales: 
Merchandise hea Ves. Sa ee ee 3,500 
Hguipments! Ohh: koe ne hoe ee 2,300 
Salary of manager-bookkeeper for July....... 400 
August Accounts receivable final collections.......... 3,700 
Collectionlagencystees jocunimiceie sai ie ee 375 
Salary of manager-bookkeeper (including sepa- 
TAGIONL DAV NOGING) ican mentee ne anne re renee eae 2,000 
Legal fees and expenses of liquidation........ 675 


$142,200 $27,750 


Prepare a realization and liquidation account for the three months ending 
August 31, 1961. Also submit a realization income and loss statement. 


Problem 11-7. On March 31, 1960, a receiver was appointed by the court 
to take over the assets and operate the business of Carlton Company. The com- 
pany’s balance sheet, prepared by its bookkeeper as of that date, is presented 
on the following page. 
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CARLTON COMPANY 
Balance Sheet 


March 31, 1960 


Assets Liabilities and Stockholders’ Equity 
Cashin nanda teat ae $ 6,540 Accounts payable............ $158,920 
Accounts receivable. $ 72,930 Notes payable<cis.. ...... 4... "125,000 
Allowance for bad 
debtsisn.ae.. .. 3,120 69,810 Capital stock...... $300 , 000 
Naber alsiprrrttens.. clas.on8 soe 63,190 Less operating 
Work imi process. ... 0 os. 31,200 eficitemcee near 93,780 206,220 
iEimished soodseee nun Sen. * 56,310 
Hear dice. ae a ate SE. Se SOS 55,000 
Buildings ..8 o.j.2o8 $225,000 
Accumulated 
depreciation... 98,400 126,600 
Machinery......... $168,400 
Accumulated 
depreciation... 86,910 81,490 
$490, 140 $490, 140 


The receiver operated the business for one year, during which time the following 
transactions occurred: 


ipurchasesiohmaterials on accounts stor s.r ee $142,840 
Ales isliMISHed COOUS «5 fm nigra 5 Asien oes had, ng et ey 639, 700 
Gallections nb hereOM ern. scsre ere eh ease ae ae 584,612 
Payments on accounts payable for material purchases after de- 

ducting purchase discounts of $1,100....................... 112,170 
Collections on old accounts receivable.....................05, 64,130 
ibayment tom@irectdaborn mryi.. preety pete nats cen Se 122, 830 
Rayanen tori direct abOna se oie oh tin oe ae ee bet ae ae 24,300 
Payment for manufacturing expense................. 00.000 0ee 47,390 
Payment for selling and general expense....................-. 58, 600 


It appears that, of the remaining old accounts receivable, $4,100 are uncol- 
lectible. 

The receiver provided depreciation at the rate of 5% on buildings and 10% on 
machinery. An allowance amounting to 1% of sales was set up on new accounts 


receivable. 
All old liabilities were paid, together with interest in the amount of $4,710. 


Inventories at the end of the year were: 


IMG; terials sap ae beer nha Sire ee We ee es Wawel ety $41, 080 

BY Or x NEBR TOCORS ah Oct anc oan aN Sethe con ok Aan Mgt agg oe aot tee O 

untae. POOUS «20s ox dh 01S). nai neath aL cilon, Ghar eae. 31,412 
Required: 


(a) A realization and liquidation account. 


(b) A cash account. 
(c) A balance sheet as of March 31, 1961. 


Problem 11-8. Refer to the facts in Problem 11-7 and prepare a statement 
of realization, liquidation, and operations based thereon. 
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Problem 11-9. The partnership of Coulson, Campbell, and Weir was placed 
in the hands of a receiver on July 1, 1961, at which time the assets and liabilities 
were as follows: 


Debit Credit 


Cash; Pay OMe oe eae eto acta ee eee $ 300 
Accountsirecelvalblesewyieceeeenen aie e tees eee 28,000 
Merchan dise.vinicrun not eee ee eee 32,000 
Unexpirediinsurances-y-0.54, sons eee eee ee 500 
Bonds.of HoadkConenes te eee ee see oe ee 12,000 
1 WE H6 8 eG & SRR Eine iene t ketene Sumer ek his A aren only 8,000 
Buldings,. . ako Se Aer ea cre et Soe 65, 000 
‘Accumulatedidepreciationene eri: (pie mein tinnte rier $ 7,000 
Accounts*payablen eae a ee ae en eee 45,000 
Accrued interest onsmortgazes... eat e eae are = 175 
Unpaid: taxes. rier esas cee ee ee ee nS 600 
Notes payable (secured by Hoad Co. bonds)......... 17,000 
Mortgage on land and buildings.................... 35,000 
Coulson; capital os. 5 tcrctacteiae ts ae ea ioe ere 21,380 
Campbells capitals. hoot See ye eine Se ete ee oe 11,975 
Weir capital ar... paces ae, eon oto einer reer ene 7,670 


$145,800 $145,800 


The liquidator completed his work on August 15, 1961; the following transac- 
tions took place: 


Assets realized: 


Accounts receivable .t=- fost ac cme ea as ee ee $24,000 
Merchandise:y.. Miss se chk tions ort Ek ae Sa es Se 26,000 
Lisnd and buildings reece oes CS ee ee 62,000 
‘Bonds: of -HoadiCosiwnny. cpactas eon oa ee eee 12,000 
Unexpired insurances: Ho. nae oe ee ee See 80 
Interestson bonds cr aac ketitee ee Pee oS et eee 60 
All liabilities liquidated. 
Interest accrued after July 1, 1961, paid)... ....02... 272.5. 85 
Expenses of liquidator paldias sess em eee eee ee. ae: 250 


Prepare a realization and liquidation account, a realization income and loss 
statement, and a cash account. 
The partners share earnings as follows: 


Colson ss 655.405 PRES eT ET RE RE 40% 
Camip bell: ach 2 Setters via tec SSS re ee 40 
Weiris. 43 Sosa. 3 eats eet Fa. Pee eee a 20 


Problem 11-10. Using the data presented in Problem 11-9, prepare a state- 
ment of realization, liquidation, and operations. 


Assignment Material for Chapter 12 


Problems 
SECTION 1—Problems 1 through 34 


Problem 12-1. State the rate per period and the number of periods in each 
of the following: 


(a) 6% per annum, for 4 years, compounded annually. 
(b) 6% per annum, for 4 years, compounded semiannually. 
(c) 6% per annum, for 4 years, compounded quarterly. 
(d) 6% per annum, for 4 years, compounded monthly. 


Problem 12-2. Refer to the appropriate table and compute: 


(a) The amount of $100 for 5 years at 5% compounded annually. 

(b) The amount of $500 for 15 years at 314% compounded annually. 
(c) The amount of $400 for 8 years at 3% compounded semiannually. 
(d) The amount of $2,500 for 7 years at 5% compounded quarterly. 
(e) The amount of $800 for 4 years at 6% compounded monthly. 


Problem 12-3. What is the compound interest in each of the cases in the 
above problem? 

Problem 12-4. Mr. Baker has $1,000 to invest. He wishes to know how much 
it will amount to if he invests it at: 


(a) 4% for 12 years. 
(b) 5% for 10 years. 


Problem 12-5. Refer to the appropriate table and compute the present 
value of: 


(a) $500 due in 18 years at 4% compounded annually. 
(b) $300 due in 11 years at 4% compounded semiannually. 
(c) $400 due in 8 years at 4% compounded quarterly. 
(d) $1,000 due in 3 years at 6% compounded monthly. 


Problem 12-6. What is the compound discount in each of the cases in the 
above problem? 


Problem 12-7. Mr. Avery wishes to have $15,000 at the end of 10 years. 
How much must he invest today to accomplish this purpose if the interest rate is: 


(a) 334%? 

(b) 4%? 

Problem 12-8. Refer to the appropriate table and compute the amount of 
an ordinary annuity of: 


(a) 13 rents of $100 at 3%. 
(b) 8 rents of $850 at 2%. 
(c) 24 rents of $320 at 4%. 
(d) 36 rents of $1,400 at 3%. 


Problem 12-9. C enters into a contract with D on January 1, 1960, whereby 
he agrees to make 4 payments to D of $1,000 each, beginning December 31, 1960. 
661 
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What amount will D have accumulated on December 31, 1963, if he is able to 
invest each $1,000 payment at 4 per cent compounded annually? 


Problem 12-10. A corporation borrows $100,000 on January 1, 1960, payable 
December 31, 1969. What annual contribution, made on December 31 of each 
of the years 1960 to 1969 inclusive, will produce a sinking fund sufficient to repay 
the debt, if it is assumed that the sinking fund will earn 6% interest, compounded 
annually? 


Problem 12-11. A lawyer plans to set aside $800 each year, the first payment 
to be made on June 1, 1960 and the last on June 1, 1965. How much will he have 
accumulated by June 1, 1965, if the interest rate is: 


(a) 334%? 
(b) 244%? 


Prepare an annuity accumulation table to prove each of your answers. 


Problem 12-12. Mr. Smith wants to have $150,000 when he retires on his 
60th birthday. He asks you to determine how much he must deposit on each 
birthday from his 58rd to 60th, inclusive, in order to accumulate this amount. 
Assume an interest rate of: 


(a) 1)4%. 
(b) 234%. 


Prepare an annuity accumulation table to prove each of your answers. 


Problem 12-13. Refer to the appropriate table and compute the present 
value of an ordinary annuity of: 


(a) $1,000 for 16 years at 3%. 

(b) $1,500 for 9 years at 4%. 

(c) $400 quarterly for 8 years at 6% compounded quarterly. 

(d) $750 each six months for 12 years at 4% compounded semiannually. | 


Problem 12-14. Mr. White has $50,000 which he wishes to invest in an 
annuity on August 1, 1960. If he purchases an annuity of six annual payments, 
the first to be made on August 1, 1961, how much will he receive in each payment? 
Submit solutions using each of the following interest rates: 


(a) 6%. 
(b) 5%. 


Prepare an annuity reduction table to prove each of your answers. 


Problem 12-15. Mr. Jones borrowed $8,000 from a friend, which he agreed 
to repay on March 1, 1961. On that date he was unable to pay his friend, so he 
made the following arrangement with The Easy Loan Company: The Easy Loan 
Company paid the friend the $8,000 on March 1, 1961, and Mr. Jones agreed to 
repay the loan in a series of 24 equal monthly payments, such payments being in 
part interest on the unpaid principal, and in part a payment on the principal. 
How much must Mr. Jones pay each month if he makes the first payment on 
April 1, 1961? Assume an interest rate of 6% compounded monthly. 


Problem 12-16. Fred Henwood borrows $500 from a small loan company, 
agreeing to repay the loan in twelve equal monthly installments including interest 
at 3% per month. The first payment is to be made one month after the date of 
the loan. What is the monthly payment? 

What is the equivalent annual interest rate? 
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Problem 12-17. Mr. A. B. Comisky has a son and a daughter. He wishes to 
provide his son with an income of $3,000 per year for five years and his daughter 
with an income of $3,500 per year for four years. How much must he invest on 
September 1, 1960 to provide for such payments if the payments are to commence 
on September 1, 1961? Submit answers using each of the following interest rates: 


(a) 3%. 
(b) 4%. 


Problem 12-18. What is the amount of an annuity due of: 


(a) 13 rents of $400 each at 6%? 
(b) 9 rents of $25 each at 5%? 


Problem 12-19. How much must be invested on April 1 of each of the years 
1960 to 1967 inclusive to amount to $150,000 on April 1, 1968? Assume an interest 
rate of: 


(a) 3%. 
(b) 5%. 


Prepare accumulation tables to prove both of your answers. 


Problem 12-20. X owes Y $5,000 at 6% interest per annum. What equal 
annual installments must X pay to extinguish the debt in 10 payments, if 


(a) the first payment is made at the end of one year? 
(b) the first payment is made immediately? 


Problem 12-21. Barbara bought a horse from James for $600, agreeing to 
pay for it in 12 equal monthly installments with interest at 6% per year, the 
first payment to be made immediately. What was the monthly payment? 

Problem 12-22. A man deposits $20,000 at 5% interest on January 1, 1961, 
intending to withdraw six equal amounts at annual intervals. Compute the 
annual amounts which can be withdrawn if the first withdrawal is made: 


(a) January 1, 1961. 
(b) December 31, 1961. 
(c) December 31, 1963. 


Problem 12-23. Compute the present value of: 


(a) An annuity of 8 rents of $1,500 each, at 4%, deferred 4 periods. 
(b) An annuity of 15 rents of $800 each, at 5%, deferred 8 periods. 


Problem 12-24. On July 1, 1961, a company purchased a piece of real estate 
for $200,000, paying $20,000 immediately and agreeing to pay the balance in 
eight equal annual payments commencing July 1, 1964. The payments were to 
include interest at 5% compounded annually. Compute the annual payment. 

Problem 12-25. Construct a table of amounts of 1 at 514% for five periods. 
Carry the amounts to six decimal places. 

Problem 12-26. Construct a table of present values of 1 at 414% for five 
periods. Carry the figures to six decimal places. 

Problem 12-27. Using the table constructed in your solution to Problem 
12-25, construct a table of amounts of an ordinary annuity of 1 at 542 % for five 
periods. 
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Problem 12-28. Using the table constructed in your solution to Problem 
12-26, construct a table of present values of an ordinary annuity of 1 at 444 % for 
five periods. 


Problem 12-29. Theamount of 1 at 514 % for nine periods is 1.6191. Compute: 

(a) The present value of 1 at 514% for nine periods. 

(b) The amount of an ordinary annuity of 1 at 514 % for nine periods. 

(c) The present value of an ordinary annuity of 1 at 514% for nine periods. 

Show computations in all cases. 

Problem 12-30. The compound interest on 1 for 30 periods at 414 % is 2.7453. 
Using the same interest rate and number of periods, compute: 


(a) The amount of 1. 

(b) The amount of an ordinary annuity of 1. 

(c) The present value of 1. 

(d) The present value of an ordinary annuity of 1. 


Show computations in all cases. 


Problem 12-31. The present value of 1 at 41¢% for 18 periods is .4528. 
Compute: 


(a) The amount of 1 at 414% for 18 periods. 
(b) The present value of an ordinary annuity of 1 at 44 % for 18 periods. 
(c) The amount of an ordinary annuity of 1 at 443 % for 18 periods. 


Show computations in all cases. 


Problem 12-32. The amount of an ordinary annuity of 1 at 444% for eight 
periods is 9.3800. Using the same interest rate and number of periods, compute: 


(a) The amount of 1. 
(b) The present value of 1. 
(c) The present value of an ordinary annuity of 1. 


Show computations in all cases. 


Problem 12-33. 


Number of Periods Amount of 1 at 24% 
1 1.0067 
2 1.0134 
25 1.1807 
30 1.2206 


Using the information above, compute the amount of 1 at 24% for: 


(a) 27 periods. 
(b) 58 periods. 
(c) 23 periods. 


Problem 12-34. Using the tables in the Appendix, compute, at 214 %: 


(a) The amount of 1 for 64 periods. 

(b) The present value of 1 for 76 periods. 

(c) The amount of an ordinary annuity of 88 rents. 

(d) The present value of an ordinary annuity of 52 rents. 
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SECTION 2—Problems 35 through 46 


Problem 12-35. Mr. Jones invests $20,000 on January 1, 1960. Interest 
is to be accumulated as follows: 2% from January 1, 1960 to January 1, 1965; 
3% from January 1, 1965 to January 1, 1970;4% from January 1, 1970 to January 
1, 1980. How much will he have on January 1, 1980? 


Problem 12-36. A company owes a debt of $75,000 which bears 5% interest, 
payable annually, and which it intends to repay in seven annual installments 
commencing one year hence. These payments are to include principal and interest. 
The seventh payment is to be $15,000, and the other six annual payments are to 
be equal in amount. What payment should be made during each of the first six 
years? 


Problem 12-37. Mr. Ford plans to deposit $500 in a fund on December 31 of 
the years 1960 to 1975 inclusive. Determine how much he will have in the fund on 
December 31, 1975, if interest rates are as follows: 


1960-1964 inclusive........... 216% 
1965-1968 inclusive........... 3% 
1969-1975 inclusive........... 316% 


Problem 12-38. A man has the following payments to make: 


December 31, 1960 to December 31, 1965 inclusive... .. $ 5,000 annually 
December 31, 1966 to December 31, 1971 inclusive.... . 8,000 annually 
December 31, 1972 to December 31, 1976 inclusive..... 10,000 annually 


What is their present value on January 1, 1960 if the interest rate is 4% for 
the years 1960 through 1971, increasing to 5% for the years 1972 through 1976? 


Problem 12-39. On January 1, 1955, T Company bought a building for 
$100,000, agreeing to pay for it in 10 equal annual installments, payments to 
include accrued interest on the unpaid balance of the debt at 6% and the first 
payment to be made on the date of the purchase. 

On January 1, 1961, the company made its regular payment and deposited in a 
bank an amount sufficient (with annual interest of 4% allowed by the bank) to 
liquidate the last three installments as they become due. 

Prepare a table showing the periodical reduction of the $100,000 debt. Show 
also the reduction of the bank deposit by payments of the last installments. 


Problem 12-40. A agrees to rent B’s property for 10 years, at the following 
annual rentals, payable in advance: 


fY Gare can Geen cee rere aye $1,000 per annum 
LYearsisetbrougaiG sieme e ae $2,000 per annum 
Vearsuavbroug hel Oper ater $2,500 per annum 


What single immediate sum will pay all of these rents if the payments for the 
years 1 through 6 are discounted at 4% and the payments for the years 7 through 
10 are discounted at 5%? 


Problem 12-41. A series of bonds totaling $100,000 is issued, dated January 
1, 1960, payable in 10 annual installments of $10,000 each, beginning December 
31, 1970. What equal annual sinking fund payment is required to be provided on 
a 5% basis to pay off the bonds as they mature? 

The first annual payment to the sinking fund trustees is to be made December 
31, 1960, and the last annual payment is to be made on December 31, 1979. 
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Problem 12-42. Close Corporation had a lease which was paid up to Decem- 
ber 31, 1965. During December of 1959, it entered into negotiations with Rental 
Company for a renewal of the lease. A lease, covering the years 1966 to 1975 
inclusive, was agreed to on the following terms: 


Years Interest Rate Annual Rental 
1966-1970....... 244% $10,000 
197119 7a eee 2% $12,500 


On January 1, 1960, Close Corporation was to deposit a sum of money with 
Rental Company which would cover the future rents under the new lease. Rental 
Company would allow interest on this sum at 3% until December 31, 1965. There- 
after, it would deduct the annual rental in advance and allow interest on the 
balance at the rates shown in the above table. 

How much did Close Corporation have to deposit to provide for the rentals 
for 1966 through 1975 inclusive? 


Problem 12-43. What is the amount of an ordinary annuity of 20 annual 
rents of $500, with interest at 5% compounded semiannually? 


Problem 12-44. What is the present value of an ordinary annuity of 10 
annual rents of $150, with interest at 4% compounded semiannually? 


Problem 12-45. A father placed $100 in a bank on the day his son was born, 
and on every birthday thereafter, including the son’s 18th birthday. On his 18th 
birthday, the son withdrew the entire amount in order to go to college. If the 
savings bank allowed interest at 214 % compounded semiannually, how much did 
the son withdraw? 


Problem 12-46. A loan of $1,000 is repayable in 55 semiannual installments 
of $30 each and a final payment of $14.43 at the end of the 28th year. These pay- 
ments include interest at the rate of 4% per annum compounded semiannually. 


(a) What is the unpaid principal balance at the end of the 20th year after 
the 40th semiannual installment? 

(b) What amounts of principal and interest, respectively, were contained in 
the 40th payment? ; 


Assignment Material for Chapter 13 


Problems 


Problem 13-1. From the following information on the books of Sunset 
Corporation, prepare depreciation tables, and show computations by the following 
methods: (a) annuity, using 3%; (b) sinking fund, using 4%. 


Wostiotsassetinee byes $20 , 000 
Bstimatedslite 23 Ge hie 5 years 
Estimated scrap value....... $ 4,000 


Problem 13-2. Simplex Company bought a machine for $16,350. The freight 
in was $420 and the installation cost was $1,530. The estimated scrap value was 
$300 and the estimated life was 15 years. At the end of the second year, accessories 
costing $780 were added to the machine. They neither prolonged its life nor pro- 
duced any additional scrap value. State what the depreciation will be for the 
third year under each of the following methods of computing depreciation: 


(a) The annuity method, using a rate of 4%. 
(b) The sinking fund method, using 4%. 


Problem 13-3. A corporation is depreciating one of its machines by using 
the annuity method of depreciation. A 4% rate is being used and the estimated 
scrap value of the machine is $5,000. The depreciation entry for the third year 
is as follows: 


Depreciation. CXPeCUses nt. cer Uti cae ome cass er 3,569.41 
interestrearnedemsre - aera eee) eee Aart ee 574.02 
Accumulated-depreciations...20 w2c Jes. we on 2,995.39 


Submit the depreciation entries for the remaining useful life of the asset. 


Problem 13-4. The depreciation entry covering the first year of an asset’s 
useful life computed by the annuity method is given below. A 5% rate was used, 
and the asset was believed to have a scrap value of $2,000. 


IDE PLCCIATIONVEX PENSE wie a hie cacnwr ate oe alslete rela, ences eiere 1,947.80 
nterestiearned sear ache eat act sen ke cee eon 500.00 
Accumulated depreciation...................... 1,447.80 


Prepare a table showing what the depreciation entries would have been for the 
above asset if the sinking fund method had been adopted in place of the annuity 
method. 

Problem 13-5. Part (a) and part (b) of this problem each require a solution 
by two different methods. 


(a) Determine the price of a five-year, $10,000 47 % bond, with semiannual 
coupons, bought to yield 5%. Prepare a table of amortization. 

(b) What is the price if the above bond bears interest at 5% and is bought to 
yield 4%? Set up a table of amortization. . 

(c) Compute the price, on a 4% basis, of a $10,000 5% bond, due in 30 years, 
with interest payable annually. This bond may be redeemed at the end of 20 years 
at 102. 

Problem 13-6. Goldsmith Company purchased a 10-year $1,000 bond at the 
date it was issued at a price to yield a 2% return each six months. The bond 
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pays interest semiannually. Ac the end of the fifth year, the following entry was 
recorded on the books: 


(Coys ee enee tee te Pere an eth Sak g aon Goto ko ae obo dad 18.75 
Bond. investmentst.. ses dice eee ee eee TAO 
Interest: €arned wei acavac ceo 6 ee oe eee 19.76 


(a) What was the carrying value of the bond immediately after the above 
entry was made? 
(b) What price did the company pay for the bond? 


Problem 13-7. On September 1, 1959, Avonwood Company purchased 
$4,000 par value of the 5% first-mortgage bonds of The United Corporation to 
yield 4%. 

These bonds mature on May 1, 1966, and interest is payable on May I and 
November 1. On July 1, 1962, Avonwood Company sold $3,000 par value of these 
bonds for 104 and accrued interest. 

Prepare journal entries to record: 


(a) All transactions during 1959 and 1960 relating to the bond investment 
(including closing-date adjustments on the basis of a calendar-year 
accounting period). 

(b) The sale transaction on July 1, 1962. 


Problem 13-8. On April 1, 1956, X purchased, ex-coupon, $50,000 of 5% 
bonds, interest payable April 1 and October 1. The bonds were bought on a 6% 
basis. 

Compute the amortization of discount for the half-year ending October 1, 1965. 
The bonds mature on April 1, 1968. 


Problem 13-9. 


(a) Compute the price of a $1,000 334% bond, having semiannual coupons, 
purchased on a 414 % basis two years and eight months before maturity. 


Given: At 214%, present value of an annuity of 1 for: 


HepeTIOd Sapmee eee. 4.67945 
G penOdS =. epee 5.55448 


(b) Give the journal entries to record the acquisition and the collection of the 
first and second coupons. 
(c) Prepare a table of amortization. 


Problem 13-10. At what price would each of the following bonds be recorded? 


(a) A 5% $1,000 bond, paying interest semiannually, bought to yield 214% 
each six months, maturing in 10 years but redeemable at 105 at the end of 5 years. 
(b) A 344% $1,000 bond, paying interest semiannually, bought to yield 214 % 
each six months, maturing in 10 years but redeemable at 110 at the end of 5 years. 


Given at 214%: 


Present value of 1 for 10 periods..... 0.81036244 
Present value of 1 for 20 periods..... 0.65668729 


Problem 13-11. What should an investor pay, on a 5% basis, for $10,000 
of 414% bonds due in ten years with an optional redemption in five years at a 
premium of $10 per $1,000 bond? Interest is payable semiannually. 

What should he pay for the same bonds on a 4% basis? 

Assuming that the bonds are acquired on a 4% basis, present the journal entry 
for the first tw interest collections. 
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Problem 13-12. McCracken Dye Company issued at par $150,000 of 5% 
annuity bonds which were to be retired over eight years. The bonds were issued 
in $100 denominations with maturities so scheduled that no payment of principal 
and interest combined during the first seven years would be more than $10 plus 
the sum which would have paid principal and interest in eight equal installments. 
The eighth payment on principal and interest therefore would be somewhat larger 
than an equal annuity payment would have been. Prepare a schedule showing the 
annual payments on principal and interest. 

After the bonds had been issued for six months, they were selling on the market 
to yield 4%. What was the total market value at that date of those bonds which 
mature at the end of the second year? Assume that interest is paid annually. 


Problem 13-13. Jay Bee Corporation proposes to issue 15-year bonds 
totaling $300,000 with interest payable annually. Its investment bankers state 
that, if a mortgage bond with a sinking fund arrangement is issued, the bonds can 
be sold on a 4% basis, whereas if serial debentures, maturing in equal annual 
amounts, are issued, the company will have to offer 5%. If a sinking fund is 
created, it is estimated that it will earn 314 % per annum, compounded annually. 
The company asks you to determine which arrangement will produce thesmaller 
net cash cost for interest, considering earnings on the sinking fund as a reduction 
in interest cost. 


Problem 13-14. In the course of your examination of the accounts of Orbit 
Company for the year ended June 30, 1961, you find the following account: 


linvestmentttin DONS Stat. reece ne tee ee Te $66,916.80 


Further investigation discloses that the balance of this account represents the 
amount paid for $60,000 par value of the 5% debenture bonds of Nebraska Com- 
pany acquired on February 1, 1958 to yield 4%. These bonds mature on October 1, 
1970, and interest is paid on April 1 and October 1. The only entries made by the 
bookkeeper of Orbit Company in connection with these bonds have been for the 
receipt of interest each six months, such amounts being credited to Interest 
Earned. 

Prepare the adjusting entry or entries you would make on June 30, 1961. Show 
all supporting computations. The books have not been closed. 


Problem 13-15. On July 1, 1960, Mercator Corporation issued serial bonds 
with a total par value of $100,000. The bonds are to be retired in annual install- 
ments of $20,000, beginning June 30, 1961. Interest is payable annually, and the 
coupon rate is 314%. Compute the proceeds if the bonds are issued to yield the 
investor 4% per annum. 

Prepare a schedule of amortization for the bonds, assuming that they are 
issued on the basis described above. 


Problem 13-16. The following entry appeared in the books of a corporation 
under the date of December 31, 1961, when exactly one-half of the total life of 
the bond issue had expired: 


Interestie x DCN SCqm crise cri ana eGen mente hata ct aod 2,858.57 
Premiunt on bonds Payavley scurried ica 141.43 
Case Ree ea ee MEE ott ies © sys URE: 3,000.00 


Semiannual interest on 6% bonds due December 31, 
1971. 
In the December 31, 1961 balance sheet the bond premium amount was 


$3,806.81. 
Determine the entry made at the time of the issuance of the bonds for cash. 


Assignment Material for Chapter 14 


Questions 


Question 14-1. Briefly distinguish between each of the following: 


(a) Cestui que trust and life tenant. 

(b) Residuary legatee and remainderman. 
(c) Devisee and legatee. 

(d) Corpus and income. 


Question 14-2. The following items do not require apportionment on an 
accrual basis in estate accounting, but are treated wholly as principal or wholly 
as income. Which items are to be regarded as principal items and which as income 
items? 


(a) Debts of decedent. 

(b) Expenses of last illness. 

(c) Proceeds of fire insurance policies. 

(d) Commissions paid for collection of income. 

(e) Funeral expenses. 

(f) Court costs in probating the will, defending it against contests, and inter- 

preting it. 
(g) Legal fees in matters pertaining to income as distinguished from the 
preservation of the estate. 

(h) Wages of bookkeepers and workmen employed to care for the property. 
(i) Costs of defending the estate against claims rejected by the executor. 

(j) Costs of caring for and harvesting crops. 

(k) The proceeds of the sale of subscription rights. 

(1) Trustee’s commissions for collection and disbursement of income. 
(m) Ordinary repairs of trust property. d 

(n) Legal fees incurred in effecting a change of executors or trustees. 

(o) Federal estate tax and state inheritance tax. 

(p) Interest accrued during the life tenancy on mortgages and other liabilities. 
(q) Insurance premiums. 

(r) Legal fees and other costs of preserving the principal of the estate. 


Question 14-3. Briefly describe the duties of an executor or administrator 


Question 14-4, Should special assessments for local improvements be paid 
out of principal or out of income? 


Question 14-5. Are losses or gains on the realization of assets forming a 
part of the principal applicable to principal or to income? 


Question 14-6. A is a purchasing and sales agent specializing in imports and 
exports. A dies on January 15. The auditor finds that orders to purchase were 
received prior to January 15, and purchases were made but the goods were not 
shipped until after January 15, since no vessel was in port to receive the goods. 
The business is to be carried on by the executor. How are the orders to be regarded 
with respect to the distribution between corpus and income of the estate? 


Question 14-7. Is it necessary for a fiduciary to use separate bank accounts 
for principal cash and income cash? 
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Question 14-8. List four ways in which an executor’s accountability for 
corpus is decreased. 


Question 14-9. When are ordinary cash dividends, interest, and rents treated 
as principal? 


Question 14-10. What disposition should be made by a trustee of an amount 
received by him from the sale of the rights to subscribe to stock? Give reasons 
for your answer. 


Question 14-11. State three rules that have been applied in different states 
for the classification of extraordinary stock dividends as between principal and 
income, 


Problems 


Problem 14-1. C. A. Adamic died on June 1, 1961. His estate contained 
$10,000 of Atlantic Company 7% bonds due June 1, 1965, inventoried at 106. 
Interest was payable June 1 and December 1. 

By the terms of his will, income from the estate was to be held in trust for his 
widow; it was further provided that premiums on bonds purchased by the trustee 
should be amortized in such a way that the corpus would not be impaired. 

One year after the death of Adamic, $5,000 more of the same bonds were pur- 
chased by the trustee on a 5% basis. 

Prepare a statement showing the semiannual income payable to the widow 
from June 1, 1962, to the maturity of the bonds. 


Problem 14-2. Ambrose Kennedy died on November 8, 1960. Prepare 
entries, in general journal form, for the following transactions involving his 
estate. 


(1) The following inventory was filed with the court: 


(Case ai ca dotaiden S oata nee ee oar a ater Rok eee oa $ 4,200 
Common stock of Mannheim Corp.—500 shares............ 8,790 
Two sports cars: 
Wihizbang iS¥.sesek. co mek ete ne. reethe he hart $3 ,000 
ThuncdercloudvOpser ce-rte eee ees. ee it ed lect 2,600 5,600 
Houscholasurnishings erat att tec ae cee ees 2,210 
Life insurance policies payable to the estate................ 15,000 


(2) Funeral expenses of $750 were paid. 

(3) A certificate for 40 shares of common stock of Blue Petunia Mining Co. 
was discovered. The stock had a market value of $5 per share on Novem- 
ber 8, 1960, and of $4 on January 5, 1961, the date of discovery. 

(4) The life insurance policies were collected. 

(5) Received annual dividend of $3 per share on the common stock of Mann- 
heim Corp. The dividend was declared subsequent to the date of death. 

(6) Proven liabilities of Kennedy were paid, $2,760. 

(7) The common stock of Mannheim Corp. was sold for $15 per share. 

(8) Paid personal property taxes assessed prior to date of death, $35. 

(9) Sold Whizbang 8 for $3,150. 


Problem 14-3. On February 1, 1960, Alex Stapleton, executor of the estate 
of Harold Carney, filed an accounting with the court, after paying all debts, 
expenses, and special legacies in accordance with the terms of the will. 


672 ASSIGNMENT MATERIAL—CHAPTER 14 


Cash in the amount of $310,000 remains for division among the residuary 
legatees. 

Following is a statement showing the basis of distribution stipulated by the 
will and the amounts and dates of advances made to certain of the legatees. 
Simple interest at 5% per annum is charged on these amounts, which are required 
by the testament to be included in the estate. 


Advances 
Beneficiary Share Amount Date 
Clara; Carne Viney. 2a veers cre cues 60% $30,000 November 1, 1958 
Thomas; Carme yen ae eee 20 — 
(AlbertsDones sata aoe eee 10 3,200 May 1, 1959 
Altona Weaverrme ttee nant reece 10 9,000 August 1, 1959 
Prepare: 


(a) A statement showing the proper division of the remaining funds. 
(b) The journal entry on the records of the executor to record the cash dis- 
tribution to the residuary legatees. 


Problem 14-4. A widower left $375,000 to be divided equally among his 
three children: Jane, 23; Howard, 16; and Robert, 13. The shares of minor children 
were to be placed in trust until they were 21. The trustee was able to realize 4% 
annually on his investments. At the beginning of the third year, the trust suffered 
a $10,000 loss of principal. The maintenance of the two minor children and the 
fees and charges of the trustee amounted to $7,200 per annum, which may be 
assumed to be chargeable equally against the income of the two beneficiaries. 
Sums not used were reinvested, as of the close of the year. At the end of the 
fourth year, Robert died, and his estate was divided between Jane and Howard. 
The expenses of settling his estate were $2,720. The expenses of maintenance 
and the trustee’s expenses for the fifth year totaled $4,350. At the end of the fifth 
year, the trustee terminated the trust and distributed the assets to the beneficiary. 

Prepare a schedule showing your computation of the interests of the three 
children during the five-year period. 


Problem 14-5. Maurice Elston died on March 1, 1960, leaving an estate of 
$700,000. The will provided that the widow was to receive the income from the 
estate for life, and that upon her death the principal was to be distributed equally 
among four children. 

It was found, upon examination, that there was included in the above amount 
$80,000 constituting a trust fund established by his previous wife on September 1, 
1946, for the benefit of the oldest child, and consisting of $30,000 par value of 4% 
bonds, interest payable March 1 and September 1, and $50,000 in cash. The 
interest payment due on September 1, 1946, had been collected before the trust 
was established, and was included in the $50,000 of trust fund cash. The child 
had never received anything from the trust. 

Prepare a statement showing the portion of the estate on which the widow is 
entitled to income. Allow 3% simple interest on all cash held by the father as 
trustee. 


Problem 14-6. Stephen B. Palmer died on August 31, 1960. Shortly there- 
after the executor of Palmer’s estate was confronted with the following problem 
concerning the abatement of legacies. While the solution would vary from state to 
state, it is to be solved according to the general rules set forth in the text. Assume 
that income accrued on specific legacies at date of death attaches to the gift 
to the legatee. 
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Palmer’s will provided legacies as follows: 


To his daughter, Helen, Omega Co. bonds, $30,000 par value. 

To his son, Thomas, 2,000 shares of Rho Co. common stock. 

To the First Presbyterian Church, $20,000 in cash. 

To the Alastair Cancer Fund, $9,000 in cash payable from his savings account. 

To his three grandchildren, Mark, Charles, and Thomas, Jr., equal shares in 
the residue. 


The inventory of his estate was: 


Cash reneraliaccount see sao hee ee ooo ce de $12,300 
Cosh msavings accOUnts ys ct ou eee eee hl ser ae ee 10,245 
Rho Concommon stock._2 000'shares anata... aoe. nee 33 , 670 
Omega Coy bonds-par value’$30;000" 1252 3.1...4- ce 31,466 
NWecriedpnterestt thereon... 427 ee ieee eee nk, See 400 
Upsilon Co. common stock, par value $5,000................... 8,989 
Other bondae wack. 5 hurise one k eee ea etc ie oe. 1,750 
INCCINEG ANUCTERUSUHCTEONS <1 54.5.9 See LP NR ise aca Ys so oy gs 50 


Administration of the estate by the executor produced the following results: 


Funeral and administration expenses paid....................... $3 ,370 
Webtsroidecedeni paldy oN Meee RRO Cees 8s edhe cguine, oy: 4,600 
Other bonds and accrued interest thereon sold for................ 1,830 
Upsilon Co. common stock, par value $5,000, sold for............ 8,100 


Prepare a schedule showing the amounts to be paid to each legatee. 


Problem 14-7. In connection with your examination, on June 1, 1960, of 
the accounts of Theodore E. Walton, administrator of the estate of Mrs. Thelma 
Adams, who died on March 1, 1960, you discover the following: 


(1) $80,000 par value of Allison Co. bonds were included in the inventory at 
the acquisition cost to the decedent, 103. The market quotation on 
March 1, 1960, was 99, and the quotation on the date of your examina- 
tion is 97. These bonds are still held by the estate. 

(2) The principal of the estate, as recorded by Walton, included $6,000 of cash 
received by Mrs. Adams on January 1, 1960, as rent on a business build- 
ing for the first six months of 1960. The building is part of the estate. 
You may assume that rents accrue. 

(3) The administrator included a dividend of $1,000 received on common stock 
of Speculative Enterprises, Inc., in income. The dividend was declared 
and paid during April, 1960. A memorandum accompanying the dividend 
stated that 40% of the dividend was a return of capital, the balance 
representing a payment from income. 

(4) $30,000 par value of 3% bonds of Geddes Fruit Company, which had been 
correctly included in the estate inventory at 101, were sold on April 1, 
1960, for 98 plus accrued interest. The administrator treated the entire 
proceeds as a credit to Income. Interest was payable on the bonds on 
January 1 and July 1. 

(5) Walton collected and recorded as income on May 17, 1960, $3,500 which 
represented the proceeds from the sale of onions grown on a tract of land 
devised to Philip Adams, brother-in-law of the deceased. A month 
earlier, Walton had charged against income $800, which was incurred 
in caring for the onion crop. 


Prepare appropriate adjusting entries for the above transactions on the ad- 
ministrator’s books as of June 1, 1960. 
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Problem 14-8. On May 19, 1960, you are engaged by Harvey Lemon, execu- 
tor for the estate of Robert Smith, who died on January 10, 1960, to assist him 
in preparing his accounts. 

No records have been kept by the executor, with the exception of a list of 
receipts, which you are given together with bank statements, cancelled checks, 
and a copy of the inventory filed with the probate court. 


Inventory—January 10, 1960 


Calis ocitin chit elev Marat be, oie ee oe eee ee eee $ 8,108 
| Oh 0s Oa eee ee oe eae Men EEL oo org ss) Caen or clono cuealo a Gaaviae of 10,000 
Q°REIRY Co.-bonds 2338. hase ee eae ie eee 7,500 
Acerued: intérest thereon... 4) totic eke nee Or eee se 

Arto Mie. Cosstockiv otoe a eteteie ee e e eee ee eee 97 ,200 
Investment, Hlectrig7Coen.t- eee ere te er ene eee 6,000 
Cattle: (Atco ws) 2a es ieee 800 
Accrued interest onsmortgagen ec ccnret eee * 

Note; dated Auguste lyalO5Is 6pm ee ee ey. teria 5,000 
Accrued interest, thereonme sane eres eee cei ere een ee - 

Apex.Mining Coist0ck oa oie and vid aepgeyaiae ores ideas a Se 70,000 
Dividends: receivable thereonmsy ee ieee eet eee ee 1,000 
Manning Corp. stock. 303 03.4115. oe Sake slam ote terete ee 51,160 
Mortgage receivable...) 2.icie Eada ol nt lene ol ate, oi orem Re 6,000 


* You are to supply the correct amounts of interest, which, although they 
were included in the executor’s inventory, have been purposely omitted here. 


Investment in Electric Co., together with the three other stock investment 
accounts, is valued at the January 10, 1960 market price of the number of shares 
owned as of that date. Subscription rights were issued by Electric Co. in Novem- 
ber, 1959, and were still unexercised at the date of death. According to the dece- 
dent’s broker, who held Smith’s rights for safekeeping, the rights were quoted 
at $2.10 each on January 10, 1960. 

The list shows the following receipts: 


1960 
January 20—Dividends on Apex Mining Co. stock declared January 10, 1960 $1,000 
February#e1—Note anduinteregh aiden cc. te «ec ate renee 5,150 
10=—Bank account thscovereds cs. ..2) es). cee ee ee 500 
15—Cash rent on farm for ensuing year........................ 400 
March 1—Interest for one year on mortgage.....................005. 300 
10-Saleiof alltot/QJRiRs. Coy bonds esate aioe son teehee 7,750 
Accrued interest thereon from November 10, 1959, at 4%... . 125 
April 1—Dividends on Arco Mfg. Co. stock: 

Cag cus hve-ogtuahe < aesea eae eR On ie TO ae eee 400 
Stock——par walue ca. y. Ot s -cit cade eR Oe ea 1,000 

15—Sale of 40 subscription rights on Electric Co. stock; 25 rights 
aretstilltheldls yer can. te. te pre ceil on Ae ee 100 
ZO=S=Sale OLE COWS oe ek trie. Ge te tie vice Ce eee ee 800 
and'3 monthaoldl@alvesics Sass ea ee eee 60 

May 1—It was finally determined today that the decedent’s interest in 


the net income for the partial fiscal year ended January 10, 
1960, of the Smith and Jacobs partnership is $1,750. Until 
this date, a threatened court test of the partnership agree- 
ment precluded even an informed estimate of this figure. 


Show how the above should be recorded by the executor in a suitable cash 
journal. 
Use a general journal only if necessary. 
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Problem 14-9. Palmer Stevens died on January 1, 1960. On January 12, 


1960, Pamela Knight, who was named executrix, filed with the surrogate’s 
court the following inventory: 


RIOCRIOEIA BUCO bag . uh, os tears, Bae Rh Aorta tT ene RUE $62,000 
Dividend declared on AB Go./stock:.. 50. sc.s.c.0u en es 800 
Bonds==F Co.—F.G&A., 5%—at par... ues b see cs cseeu de 24,000 
Bonds——-X Co.) &D., 4% —at 1100). ee ee Oe 16,500 


Accrued interest on 7’ Co. and X Co. bonds (Amount to be com- 

puted by student) 
Notes receivable—noninterest-bearing..................000000. 2,000 
BBR TE PCS RN) tte, 1 RINT CRN S| Sa Le ARE A 14,000 


On February 4, 1960, the executrix discovered $7,000 par value of bonds of 
Sanders Mfg. Co.—M.&S., 6%—which had a market value on the date of death 
of $7,650. The market value on February 4, 1960, was $7,410. Cash collections 
were as follows: 


1960 

Reb. 1—Interest—7" Co.bondste stenoses) a eee ee ie 
3—Dividend' on, A: Coxstock: 29.1... 105. $ 800 

Mar. 1—Interest—Sanders Mfg. Co. bonds..................... ? 

May 17—Notes receivable (balance uncollectible)................ 1,600 

Wone a ——interest—— x0 CO. DODUS 527...) abs isin cocieiee ieee eetoe iG 


Cash disbursements were as follows: 


1960 

AT OEY SIC IONS DIM e eeteeue cs ire ager tes ert er ene eae ee ees $ 350 
Heby #S---F Uneral Oxpenses. 2: sok. hey cnc ote see ORO 1,950 
Apt 3==Mistellancous debtst s. 092. 004 Ie. BARA che eee 3,000 
June 21—Fees of executrix (including reimbursement for other 


expenses. of estate) # tAceeans fies ait olanetei en cack tigen: 750 


All interest collections classified as income were turned over to Betty Stevens 
on the day received. Also, on June 27, 1960, the executrix sold the 7 Co. bonds 
for $22,650, including accrued interest, and paid special bequests to Marion 
Fels—$2,000 and Betty Stevens—$6,000. 

Record all of the foregoing facts, including distribution of all cash on hand to 
Betty Stevens at the conclusion of the above transactions, in the appropriate 
journals of the executrix. 


Problem 14-10. Albert Kraft died on August 16, 1960. A. D. Marshall, 
executor of Kraft’s estate, listed the personal property of the deceased as follows: 


Inventory—Filed on September 1, 1960 


Cash: 

Inichecdking accountsit alt: no daar ak? Denes $ 24,860 

Inssavings account. .wem sorte fete derek aera ey aree ere 10,021 
5,000 shares of Amalgamated Canning Co. second pre- 

ferred stock, par S100 cara amre cei een Meee lteter ovis Ee 534,000 
Five $1,000 7% Golden Valley Mining Corp. bonds 

(ew Ay, due February. 1975... ene ese 3,450 
INCCTUECE INtGrest LNOTCOM «sideman cee (to be computed) 
Claim against Susan Manning...............--------- 6,000 


The various legacies, as stipulated in the will, were as follows: 


To Annabelle Kraft, 3,000 shares of Amalgamated Canning Co. second 
preferred stock. 
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To Martin Kraft, $1,000 par value of Golden Valley Mining Corp. 7% bonds. 
(According to the will, Martin Kraft is also to receive (1) all interest 
accrued or received on $1,000 par value of Golden Valley Mining Corp. 
bonds, and (2) interest received on the other $4,000 par value of said bonds. 
It was further stipulated that the executor was to sell the $4,000 par 
value of said bonds between the 70th and 80th calendar days after date 
of death.) 

To Susan Manning, $10,000 cash. 

To Edward Kraft, $10,000 cash from the decedent’s savings account. 

To Allen Manning, any remaining assets. 


On September 7, 1960, Marshall discovered 200 common shares of Northern 
Keewatin Enterprises, Inc., not previously known to exist, that were worth 
$1,000 as of the date of death. 

On September 8, 1960, Marshall paid funeral expenses of $3,750. Also on that 
date he sold 2,000 shares of Amalgamated Canning Co. second preferred stock at 
$98 per share, net. 

On September 30, 1960, Marshall paid $210,000 from the checking account in 
satisfaction of claims against the estate. Thereafter, only one debt of the decedent 
remained outstanding: 


$1,500 to First State Savings and Loan Association, where the savings 
account is located. This debt arose as a result of a loan made to the dece- 
dent two days before death; the savings account was used as collateral. 
You may assume that the debt is noninterest-bearing. 


Marshall sold $4,000 par value of Golden Valley Mining Corp. 7% bonds at 73 
plus accrued interest on November 1, 1960. The common shares of Northern 
Keewatin Enterprises, Inc., were sold for $1,210, net, on November 4, 1960. 

On November 11, 1960, Marshall paid executor’s fees and miscellaneous charges 
in connection with the administration of the estate, $2,700. 

On November 12, 1960, Marshall engaged you, for a $150 fee, to (1) prepare a 
schedule showing the manner in which the various kinds of legacies may be satis- 
fied (include a summary of the transactions which have affected the checking 
and savings accounts), and (2) prepare general journal entries, in chronological 
order, for the events and transactions presented above. 


Problem 14-11. Morton Fay died on March 20, 1960, leaving an estate 
consisting of the following: 


Household goods, $2,500. 

5% City of Chicago bonds, J.&J., $10,000. 

Cash in bank, $12,345. 

Cash in home, $255. 

Real estate mortgages, 6% per annum—payable semiannually, collected 
to November 1, 1959, $15,000. 

Horton Steel Co., preferred, 7%, payable on the first day of each calendar 
quarter, par $20,000, market March 20, 1960, 105. 

Real estate, $12,250, net rental $900 annually, payable monthly in advance. 

Share of A.B.C. partnership, $50,000. 


The will provided that the three executors, who were also the trustees, should 
receive $1,000 each; the widow, $10,000 cash and household goods; two sons, 
George and Richard, one-half each of the Horton Steel Co. stock; the residue was 
to be paid to a trust fund, the income of which was to be paid to the widow quar- 
terly for life and the principal distributed to the sons equally. The will also pro- 
vided that the income of the estate undistributed at the date of transfer of assets 
to the trustees should be paid to the trustees, to be added to the trust. 
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At the time of death there were liabilities in the amount of $4,500. 

The executors paid, April 1, 1960, the debts of the decedent and funeral ex- 
penses, $875. In addition to the legacies, lawyers’ and accountants’ fees of $1,250 
were paid on October 1, 1960. 

Consider that the income was collected on the days due and, with the exception 
of income on willed property, paid to the widow quarterly beginning June 30. 

The executors realized $47,500 as Morton Fay’s share of the liquidation of the 
partnership, September 20, 1960. 

All legacies were paid or distributed on October 31. 

Write up the journals for the estate. 


Problem 14-12. Carter McMahon, executor of ‘the estate of Peabody 
McQuinn, has presented the following trial balance as part of his report to the 
probate court and has requested that he be allowed to transfer the assets of the 
estate to the trustees of the trust which McQuinn’s will directs be established. 


ESTATE OF PEABODY MCQUINN 
CARTER MCMAHON, EXECUTOR 


Trial Balance 
December 22, 1960 


Cashin >< m. Avn hs eine > ee, 50) ne 26,180 
Common stocks—-skipper, Ines;.. 2... se ee 15,200 

=—— OMA 6s eg vei aike ease ee ee 32,470 
Bonds—Deadeve: Hiréarms,-InC.. st. oe eee 8,750 
IRECEIPLSE OMe te ru ee Ns ee en ee 10,830 
Disbursements ee ek ae | eee ee ad OER yee ant oe 10,870 
state coErplusle see, Say: By See ee A es ee ee 82,640 


93,470 93,470 


The court has asked you to examine McMahon’s records of the transactions 
of the estate, to ascertain whether proper recognition has been given to the inter- 
ests of the income and principal beneficiaries. In the course of your examination, 
you discover the following: 


(1) Peabody McQuinn died on May 13, 1960, leaving a will which provided 
for the creation of a trust, the income from which was to be paid to his 
widow during her life and, upon her death, the principal of which was 
to be divided between his two sons. 

A general bequest of $4,000 to the American Cancer Society was provided for 


in the will. 
(2) The estate inventory, as recorded by McMahon, included the following 


assets: 
Inventory Market Value 
Valuation May 13, 1960 
Cashes, re er Cm SE te Career ert tete ih termeerare ree $26 , 220 
Skipper, Inc., common stock, $100 par value— 
OOssharess 25 brs. Dee Re eee ae 15,200 $14,950 
Donna, Ltd., common stock, $20 par value— 
E OUO. SD AECRA. nacre tare emt nee cess 32,470 31,970 
Deadeye Firearms, Inc., 4% bonds—J.&D.— 
$8:000 par valve...) ss... x4-10 coeeme tee Sd: 8,750 8,900 


(3) The executor made no attempt to classify receipts and disbursements as 
between corpus and income, but has employed the receipts and disburse- 
ments accounts shown in the proposed final trial balance to record all 
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cash received and disbursed. Analysis of these accounts revealed the 
following information: 


Receipts: 

Proceeds from the sale, on June 24, 1960, of the winter wheat crop 
harvested that week on a farm which was devised to the widow— 
$3,190. 

Proceeds from the sale, on August 1, 1960, of $1,000 par value of 
Deadeye Firearms, Inc., 4% bonds, including accrued interest— 
$1,280. 

Proceeds from sale, on October 18, 1960, of 30 shares of the common 
stock of Skipper, Inc. (a 3-for-1 stock split was effected on July 15, 
1960), $61 per share. 

Interest on Deadeye Firearms, Inc., 4% bonds, collected when due. 

Dividends on stocks: 

Skipper, Inc.—$2 per share declared on April 30, 1960 and $1 per 
share declared on November 20, 1960. 
Donna, Ltd.—$3 per share, declared on July 1, 1960. 

Balance of a bank account discovered after the recording of the estate 

inventory—$810. 


Disbursements: 

The bequest to the American Cancer Society. 

Payments made to widow as income payments—$1,700. 

Payment of proven liabilities of deceased—$2,240. 

Cost of 50 shares of common stock of Zeta Aircraft Corp., purchased 
on September 6, 1960, at $8 per share, with taxes and broker’s 
commission of $.60 per share. 

Funeral expenses—$1,600. 

Executor’s fee—$900. 


Required: 


(a) A schedule of cash receipts and disbursements forthe period from May 
13, 1960 to December 22, 1960, showing breakdown between corpus 
and income. 

(b) A working paper showing: 


(1) The necessary adjusting journal entries on December 22, 1960, 
to correct the accounts of the estate. Show computations sup- 
porting the adjusting entries. 

(2) A corrected trial balance of the estate accounts on December 22, 
1960. 


Problem 14-13. On July 12, 1960, Stuart Gallagher was appointed adminis- 
trator of the estate of Arnold Maxwell, who died on July 1, 1960. 

Following are the events which entered into the administration of Maxwell’s 
estate: 


Aug. 1—Gallagher filed an inventory with the probate court as follows: 


Cash, in general accountioim-rcicn ae ci er aaea eens $103 ,000 
ABC Co. common stock, 3,000 shares................. 38,500 
Ordinary cash dividend declared on June 29, 1960...... 300 
DEF Co. 3% bonds, A.&O., par value $50,000, due April 

11970 No Senet es oe ORES ee OTe eT en 51,000 


Accrued interest'thereony.:.) renee ae i ene (to be computed) 
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Claim against liquidator of Maxwell & Sullivan, a partner- 
ship which was dissolved, owing to Maxwell’s death, on 
July 1, 1960. The books were closed on that date, and 
the partnership affairs are being wound up. Breakdown 


of claim: 
Capitallinvestmen tener aetna ee $20 , 000 
Share leanings ss Piowsnkils slaaeitanth 8,600 $28,600 
Hurnishings and equipmentimndse.ine calcein 4,200 
Automobiles: 
Domestictsedan’ «soccer se Oe et ee $ 3,100 
Domestic sports:model “s-.7.  ee eee. 2,800 
Boréignrsedhirscoset ee ahaa sie eee O00: 16,900 


Note: It is to be assumed that the court has ruled that all 
bond premiums are to be subject to amortization. 


Aug. 2—Paid funeral expenses, $5,900. 

Aug. 5—In accordance with a specific provision in the will, the administra- 
tor transferred title in the foreign sedan to Brandywine Phelps, 
a nephew of the deceased. 

Aug. 8—Received dividend from ABC Co. declared prior to death. 

Sept. 1—Acquired $10,000 par value of XYZ 4% bonds, M.&N., due 
May 1, 1967, at $10,520 including brokerage fees of $120 and 
accrued interest. 

Sept. 7—Received $23,200 cash from the liquidator of Maxwell & Sullivan 
partnership. The payment represented settlement in full of the 
estate’s claim, which had diminished as a result of unanticipated 
losses on the sale of certain partnership assets. 

Sept. 27—Collected $250,000 on a life insurance policy which had not been 
recorded as an asset of the estate. 

Oct. 1—Received semiannual interest from DEF Co. 

Oct. 5—Distributed $300 cash to Mrs. Arnold Maxwell, the life tenant 
under a testamentary trust. 

Oct. 14—Sold remaining automobiles for $6,400 cash. 

Oct. 23—Paid administrative expenses, $1,600. 

Oct. 30—Paid all proven liabilities of the decedent, $26,200. 

Nov. 1—Received interest on XYZ bonds. 

Nov. 4—Paid a general legacy of $10,000 to Aldrich Maxwell, the de- 
cedent’s only child. 

Dec. 1—Mrs. Arnold Maxwell died. According to her husband’s will, the 
principal of his estate is to be vested in Aldrich Maxwell on the 
date of Mrs. Maxwell’s death. The undistributed income is 
distributable to Mrs. Maxwell’s estate. 


Required: 


(a) Journal entries for the above events and transactions, through November 
4, 1960. 

(b) Journal entries for any needed adjustments on December 1, 1960. 

(c) A determination of the liability of the estate of Arnold Maxwell to the 
estate of Mrs. Arnold Maxwell. 


Assignment Material for Chapter 15 


Questions 


Question 15-1. Name the various classes of items that might appear in a 
charge and discharge statement as to principal. 

Name the various classes of items that might appear in a charge and discharge 
statement as to income. 


Question 15-2. Prepare hypothetical journal entries to close the books of 
an executor of an estate which contained both principal and income items. Use 
your own figures, and assume that all of the assets have been distributed to the 
beneficiaries. 


Question 15-3. What is the proper procedure for closing the executor’s books 
if assets are still on hand and are to be transferred to a trustee? 


Question 15-4. What is the difference between an executor’s intermediate 
and final accounting? 


Question 15-5. Is it possible for income accounts to be credited in the open- 
ing entry on the books of a trustee? Would the answer be the same for the books 
of an executor? Explain fully. 


Question 15-6. Discuss whether there are any basic differences between the 
concepts of conventional accounting and fiduciary accounting with respect to 
income determination. 


Question 15-7. Describe the nature of the following accounts found in the 
books of a trustee: Trust Principal; A. B. White—Income Beneficiary; Increases 
Recognized at Distribution. 


Question 15-8. Under what circumstances would it be permissible accounting 
procedure to render only one charge and discharge statement instead of two? 


Problems 


Problem 15-1. The estate of William Van Duzen, who died on February 4, 
1960, comprised the following assets: 


CAS acnsncehf deed SE Boia eet tee ath eae a ee Ea ees % 12,1385 
Government, bonds ius. unset sr etteoes IRS. or eRe ie eee eee 145,385 
Other bonds. sss sant tid hfe RERANCH Ieee 224,180 
Accrued intetestine csi. tne. cete on rete te sch onan terrae ee eC 3,240 


His will provided that one-half of his net estate should be placed in trust 
for the benefit of his widow during her life, and upon her death should be divided 
equally among his three children: Alice, Ruth, and Edward. The other half was 
to be divided as follows: $5,000 to Emerson University, $5,000 to the Union 
Church, and the remainder in equal shares to his three children. He directed his 
executor, Wallace B. Coffman, to deduct any advances to any of his children plus 
simple interest at 5% from the date of the advance. (Compute exact interest on 
the basis of 365 days per year.) 

The executor ascertained that the following advances had been made: 


Alice..5 871s cs 53 vce Ce $12,000, January 1, 1947 


Stetach dby sacha sees Gg aimee nee eene re $30,000, April 10, 1954 
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Estate taxes totaled $79,215. The executor’s fee was $10,000. Funeral and 
administrative expenses, other than above, were $2,254. Debts of the decedent 
amounted to $442. Bonds included in “Other bonds,” which were carried at 
$48,400, were sold for $48,650 to provide funds to pay the charges. The accrued 
interest was collected. 

Prepare a charge and discharge statement as to principal for the period ended 
November 12, 1960, the date of closing the estate. 


Problem 15-2. Allison Cartwright died on May 5, 1960. His will, which 
appointed Frank Harris as executor, provided that three-fifths of his estate should 
go to his widow, Priscilla, and two-fifths to his son, Matthew. 

The will further provided that advances to his son in the total amount of 
$18,000 were to be regarded as part of the estate, but that, if the advances made 
to him exceeded his two-fifths of the estate, no collection was to be required of him. 

Harris’s inventory consisted of cash, $3,120; common stocks, $20,410; and 
bonds, $7,840. 

Debts of the decedent were $3,844. Funeral and administration expenses were 
$1,408. Certain common stocks were sold for $4,905, resulting in a loss of $466. 
Harris distributed the assets and made his final accounting to the court on Janu- 
ary 15, 1961. 

Compute the amount due, if any, to each legatee, and prepare the charge and 
discharge statement as to principal, showing any amounts distributed to the 
legatees separately. You may omit supporting schedules. 


Problem 15-3. Prepare statements of charge and discharge, together with 
suitable supporting schedules, for the executor of the estate of Anthony Glembin 
(widower), who died October 12, 1960, leaving the following: 


LORIN SUITAN COM iach ys char aL ae ee Re $ 10,000 
Householdketiects.<appraisedcinet: scree nara Se Lua earuncerernae: 1,250 
Realestate appraised.cs seis s wie as eo nati ae tae ee eee eee oe 35,000 
Essen aes COOMER Ret eee cao Pe Sibew ote Scat oo Sicko ae ee 8,500 
En yvestmenteriMmarxetyValuGnnum itor cis Serna ines Sain aoeneteme aaa aut 70,250 

ALG Ga lee ee ITE As re eM NAD tio omptanei in aM cea See $125 , 000 


The executor, Paul Kennedy, paid current debts at time of death, $1,800; 
funeral expenses, $750; legal fees and estate taxes, $8,350. 

The securities were sold for $72,500; household effects netted $1,500. 

Special bequests (tax free) were $2,500. 

The residue was to be divided equally among three sons: Anthony Jr., Albert, 
and Allen, who were required to consider as part of their shares, without interest, 
advances made to them at various times, to wit: $16,500, $12,250, and $7,500, 
respectively. Any one of the sons was given the option of taking the real estate 
at a valuation of $37,500; the option was taken by Albert. 

The estate was closed on February 15, 1961. 


Problem 15-4. James S. Overman was appointed executor of the estate of 
Phillip Curry, who died on March 20, 1960. On December 27, 1960, Overman 
completed his executorship and turned the assets over to the trustee. From the 
trial balance on the following page, 


(1) Prepare the charge and discharge statements. 
(2) Make the journal entries to close the executor’s books and to transfer 
the assets to the trustee. Ignore accrued interest. 
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Trial Balance—December 27, 1960 


Estate corpuss,es = foe bacco ey Or at ee re eee 162,420 
Assets subsequently discovered...............-.-+---- 3,415 
Indiana Water Co. 314% bonds, F.&A................ 12,100 
Illinois Traction 4% bonds, M.&S..................--. 9,200 
Mall Mortgage Co. 5% bonds, A.&O...........-....-. 8,100 
Boulder Development Company common stock......... 72,148 
Colorado Trading Corporation preferred stock.......... 32,465 
8 and S Company common stock............---+--+-- 5,120 
TORSION TeAlIZAtION Re kets Sen ee ee ee eee eer 3,716 
Gain-on realization {enars sem aces ere eee ene ache ctr 2,840 
Funeral and administration expense.............-..+-. 2,314 
Debtsiof decedent paid See are eee ee Levee 
Legacies 252 Sore oi abel ip Se hee Bae eee 10,000 
TN GON Chae 5 esa eis cusesecaesig a ae eR eo a a oe ea 7,320 
PIxpense=— iN COM C cya ierea ee ae eee ae ene 1,120 
Distributions to income beneficiaries................-. 5,000 
Cash==primcipaly a se spas cene © cote ee tee eater 11,736 
Cash Ain tome it At agers oti eas oie eee ae 1,200 


175,995 175,995 


Problem 15-5. The charge and discharge statements below were prepared by 
Alexander Cooper, administrator for the estate of Frederick Carson. 


ESTATE OF FREDERICK CARSON 
ALEXANDER COOPER, ADMINISTRATOR 


Charge and Discharge Statements as to Principal and Income 
February 9, 1960 to November 20, 1960 


Principal Income 


I Charge Myself With: 


Assets per IMVvelMbtory mr. tac cee enuets acl tome rierires $96 , 228 
Assets subsequently discovered..................... 1,310 
Gaincon:realization «4.0 ncse.ce Oe nor me 471 
TNCOMCG Aire see OSCE ere Coen RCT er gee $6, 182 
otal charwes encase we oe oer eee ‘$98,009 $6,182 
I Credit Myself With: 
Funeral and administration expense................. $ 2,002 
TeossionsrealizationAy an >. 49% 9 hton) satel MeL eee 697 
Levaties: delivered 54-1. fix. duidemtinds stb! se Ie donee 10,400 
Debts of decedent: pad p.cs..«.c o> Sekine eee oe 2,000 
Expenses chargeable to income.................-... $1,915 
Distributions to income beneficiaries................ 3,500 
Totalicreditss aver aoe wopiystcees tem d ehoebs aero eran $15,099 $5,415 
Balancegite aiciccctcok devs ite ih care Peeing ieee Re ee $82,910 $ 767 
Consisting of: 
Cash it..cd days se Atieanutcta te dite tee cone Pam aiadie dicks Oe $5,310 $ 647 
Porta Welch: Concommonistock maintain ei enn ran 50,100 
Douglas: Countyybonds\itasnas We hee oe nee 27, 500 
Accrued interestreceivabies «nein. 4s sure ene ee 120 
Totals: cid xo dak aie. MRE el Se ea eee $82,910 $ 767 


From the information contained in the above statements, prepare: 


(a) The administrator’s trial balance on November 20, 1960. 
(b) Journal entries to close the administrator’s books, assuming that the court 
has ordered such an interim closing. 
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Problem 15-6. A. B. Jones died April 15, 1959, leaving one-half of the 
property to his wife outright, the balance to be held in trust, the income of which 
was to go to his wife during her lifetime, and the principal at her death to go to 
Technology Tech. The will named William Baird as executor. 

The estate was appraised as follows: 


OOO hanes pRalliCompan viper eee yee ae he Pe more ene $160,000 
1,000 shares General Space Company......................4.. 166 ,000 
2,000 shares Penn Company—par $50........................ 123 ,000 
4,000 shares United Boat, common, par $25................... 196 ,000 
SPC DORtUs MEL RRS sn, forego eec nt ar ee? SUT MIRE NLT IE 20, 200 
Moneytortheshousevts es ate teens, oat. kee ae Baer OEE GD: 800 
$666 , 000 
Dividends had been declared prior to April 15, 1959, as follows: 

RallCompanye ccm oat 2% 

General Space Company......... 2% 

Wiiteds BORG atte ere 2% 


From April 15, 1959 to April 15, 1960, the cash receipts were: 


RailCompany—idividends!..saawt). 2st elo. . $ 8,000 
General Space Company—4 dividends.....................000- 8,000 
Renn: Company——4 dividends! © aay-2ch.a. oy. Sourac -cntokhee:. wart. 6,000 
United Bost A. dividendsiet same aotearoa omeahecos mcrte ks 8,000 
interestions banks balances: acetate, i robe tio ke 300 

$30,300 


The cash disbursements were: 


Debtsrordeceden t.ho. sn 2: Miya Catt ride ES PD $ 4,500 
IEPONISE SOL UNCLALIL Ts teeta. eee: Sect cjaiae wie tron. Ge oI 1,500 
ITICONTETCOMMAGOWE NE TRLt Aoi Ee te Mee ee hs Ores) ayer oer 20,000 
X6CULOr Ss COMMISSIONON PrinGlp alate a..5 42 alt aker ohio eae aed 16,800 
EXECUtOr SccOMIMISSION ONANCOME? a... cera cdlee-dcisinye A-tn ee stirioapow hs 1,215 


The executor paid the widow the balance of income on April 15, 1960, and 
distributed the principal in equal shares, at the appraised values, between the 
widow and the trustees. 

Prepare (a) charge and discharge statement as to principal; (b) charge and 
discharge statement as to income; (c) executor’s cash account; and (d) opening 
entry on the trustees’ books, in general journal form. 

Problem 15-7. Using the data of Problem 14-12, prepare charge and dis- 
charge statements, together with supporting schedules. 

Problem 15-8. Merlin P. Hallin died on January 1, 1960, leaving an estate 
consisting of: 


IPreferre dustoC Son. ecxse ee eerd tek ed eae eae, Tens ot ete nae cis uatesionat $ 15,000 
itauinsurancOny: .mieertoreietts skier chert ds. cease s,drar fs igabn Seok 41,350 
Riealtestatecr eter skeet ee eye alors aes auaie AGMA SE e «yal 245 ,000 
SEN Ty, AECOUDLS TECELV SDC writs ilete ue cis: eng nie cg meh os Ss 900 
5G DONdS—dacoien DAL VOW no (U; OOO meer ie sere eo 63 ,000 
6% bonds—M.&S.; par value, $75,000...............---+-+--- 82,000 


None of the income due on January 1, 1960, had been collected by Hallin. 
The executors collected the insurance and accounts receivable. Disbursements 
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were made as follows: bequests, $22,000; funeral expenses, $1,100; and sundry 
claims, $11,150. 

The will provided that the bonds, stocks, and real estate were to be held in 
trust (the executors were also named as trustees), and that 50% of the income 
should be distributed to the widow, that 25% should go to the older son, and 
that the younger son should receive $250 per month, with the remainder of his 
25% of the income held by the same trustees in a separate trust to be paid to 
him upon the attainment of his majority. The principal assets not transferred 
to the trust were payable to the widow. 

On June 30, 1960, the executors closed the estate and distributed the assets in 
accordance with the terms of the will. Income collected by them prior to that 
date was immediately transferred to themselves as trustees. Distributions of 
income cash were made on June 30 and December 31. 

Assume that the preferred stocks paid dividends of $600 on August 25, and 
that the real estate was rented for $15,000 per year, payable in equal quarterly 
amounts in advance. 

Prepare statements for 1960 for the executors, for the trustees of the general 
trust fund, and for the trustees of the fund for the minor son. Include reports of 
cash receipts and disbursements. 


Problem 15-9. John Gibbon died January 1, 1956, and left his property in 
trust to his daughter, Ethel. The income was to be paid to her as long as she 
lived and at her death the trust was to go to his nephew, William Gibbon. He 
appointed John Doe trustee at a fixed fee of $5,000 per annum. All expenses of 
settling the estate were paid and accounted for by the executor before the trustee 
took it over. 

Ethel died on September 30, 1959, and left all her property in trust to her 
cousin, Joseph Hart. John Doe was appointed executor and trustee of her estate, 
and he agreed not to make any additional charges for these services. All income 
was to be paid to Joseph Hart. The estate, which consisted solely of Ethel’s 
unexpended income from the John Gibbon trust, was immediately invested in 4% 
certificates of deposit. 

The property received under the will of John Gibbon on ‘January 1, 1956, was: 


10,000 shares of K.O. Corporation, valued at $100 each. 
$300,000 bonds of K.O. Corporation, paying interest on June 30 and Decem- 
ber 31 at 6% per annum. 


In the five years ended December 31, 1960, the trustee received the following 
dividends on the stock: 


February, 1956... caekiecmatee mantic each aaeas ee ee eae $35 , 000 
Mebrilary® LelOST) 286 0 s2 sv tape ede ook ata aioe cr ee ete 50,000 
Febrilaiyel; 1958.50). Cue A SE ee: 30,000 
February: 1j. 1959).-5.cna cane obtain ee 65,000 
February?) 1960 wes RO nas ay ee a ee 60,000 


During each of the five years, Doe made disbursements for expenses, $1,200, 
and his fees. 

Ethel Gibbon, as beneficiary, received $25,000 in each of the years 1956, 1957, 
and 1958. In 1959, she received $49,250 from the trust. 

William Gibbon received $15,100 in 1959 and $47,900 in 1960. 

Joseph Hart collected $3,000 in 1960. 

Undisbursed cash was left on deposit in the bank and drew no interest. 
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Prepare trustee’s charge and discharge statements covering the five years 
ended December 31, 1960, showing the beneficiaries’ interests. 


Problem 15-10. A. Thompson, the executor, filed the following inventory 
with the probate court in connection with the estate of Samuel Gifford, who died 
on July 18, 1960. 


Inventory of Assets 
As of August 15, 1960 


Real estate, as valued by court appraiser.................. $ 38,750.00 
Hometiuirnishin gs 3905 sos oe nus 0 ee ee 6,824.00 
AG Company preferred-stock: +... ). auth oe eee 22,865.00 
2B Company-common stock. 2 si0s.s:neat. oh ae ew 3,738.20 
Stopgap Electric, Inc., common stock, at nominal value... .. 100.00 
Local City Bonds, dated April 1, 1960, due April 1, 1970, in 

thejpar, amount of $50:00033%... ........ cee ee 37,500.00 
Acerued interest on Local City Bonds .:2. 5.4 0...0.40 Gn: 437 .50 
Cash, in Hirst National, Banke) (ancia5.¢e ese 4,533.12 
Cream velosed (bank a uoe tetoacn i! aac crane cee eters ae one eae 1,939.25 


$116, 687.07 


On October 4, 1960, the executor learned of another checking account, in the 
Second National Bank, with a balance of $2,500. During the same week, discovery 
was made of $125.50 cash in the office safe. A $1,250 dividend, declared on June 1, 
1960, was collected on the AB Company preferred stock. Also collected was 
$58,000 of insurance. 

The executor sold (a) one-half of the AB Company preferred stock for $13,500 
and (b) the Stopgap Electric, Inc., common stock for $200. Both sales were made 
on June 15, 1961. 

Other receipts during the executor’s administration consisted of rents, $4,526; 
dividends, including those declared before death, $4,025; and collection on the 
deposit in a closed bank, $465. All receipts were deposited promptly by the execu- 
tor in the First National Bank. 

Accrued at the date of death were household expenses, $2,111, and property 
taxes, $1,575.20. Expenditures were for bequests, $20,000; executor’s fee, $1,000; 
property taxes, including those accrued at date of death, $3,336.95; funeral ex- 
penses, $750; estate tax, $18,262.50; court costs, $88.50; and the household debts. 
The widow received allowances totaling $4,800, as ordered by the court. 

The above events and transactions occurred during the several months ended 
June 30, 1961. Anticipating no further expenses or liabilities applicable to the 
estate, the executor proposes to ask the court for his discharge in order that the 
remaining assets of the estate can be turned over to the trustee designated by the 
will. Owing to a legal technicality, Local City has been unable to make any interest 
payments on its bonds. The executor has reason to believe that this technicality 
will be cleared in the near future and expects the trustee to receive all past-due 
interest. 

Prepare charge and discharge statements to June 30, 1961, with supporting 


schedules. 


Problem 15-11. You are visited during the morning of December 31, 1960 by 
Mrs. Yolande Zeno, executrix and sole beneficiary of the estate of her deceased 
husband, X. Y. Zeno. She submits the statements on the following page. 
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ESTATE OF X. ¥. ZENO 


Trial Balance 
December 30, 1960 


CaS, cee -scir ere oc ee Ee rae eee eee 2,850.00 
The Xenophon Corporation stock—4,375 shares.. 28,000.00 
N. Y. Central Airways stock—120 shares........ 4,800 .00 
Offenbach Company stock—2,000 shares......... 32,000.00 
U.S. treasury notes—$56,000 face value......... 56, 000 .00 


Allowed claims—including interest accrued to 
December 31, 1960: 


First National Bank—loans to testator...... 48,000.00 
County treasurer—taxes................... 4,000 .00 
Yolande Zeno—loans to testator............ 300,000 .00 
Theophilus Zeno—loans to testator. . 24,000.00 
The Xenophon Corporation—loans to testator 96 , 000 .00 
The Xenophon Corporation—funds advanced 

foriuneral expensesic- a4 oe case tee 6,000.00 
William Jones—merchandise sold to testator. 12,000.00 
Smith & Brown—services as counsel to execu- 

AT TRAcathe ab chance hg PRT en a 54,000.00 

Deficiency: SB e.ccceac nm teehee ee eee eee 420,350.00 


544,000.00 544,000.00 
THE XENOPHON CORPORATION 


Trial Balance 
December 30, 1960 


Cash linc, and de «thud terior: aeeeesmot eae 2,750.00 
Axelrod, Inc., stock—3,600 shares............... 85,394.73 
Claims against estate of X. Y. Zeno............. 102,000 .00 
Capital stock—5,000 shares.................... 100,000 .00 
Retained Carnin gs. .c.cie tlc eres ae oor 89,794.73 
Accounts payable—Smith & Brown............. 350.00 


190, 144.73 190, 144.73 


Mrs. Zeno is the president of The Xenophon Corporation and the owner of 
625 shares of its stock, and states that during the morning the following transac- 
tions took place: 


First: The court administering the estate ordered her: 


(1) To accept certain offers, namely: $2,400 for 120 shares of N. Y. 
Central Airways, $123,650 for 2,000 shares of Offenbach Com- 
pany, $56,400 for $56,000 face value treasury notes, and to deliver 
these securities for cash; 

(2) To pay in full the indebtedness to The Xenophon Corporation, the 
attorneys’ fees, and the tax claims against the estate; 

(3) To submit to the court at its next session a charge and discharge 
statement, showing also the payments to be made to the other 
creditors of the estate and reserving an amount sufficient to pay 
1214 % gains tax in the event that the court finds the estate liable 
therefor despite its insolvency. 


Second: The Xenophon Corporation sold its 3,600 shares of Axelrod, Inc., 
stock for $8,000 cash and, pursuant to appropriate resolution of its stock- 
holders and directors, paid its debts and credited its shareholders with 
their proportion of the stockholders’ equity. 
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Mrs. Zeno states that she has complied with the first two requirements of the 
court order, and asks your assistance with the third. You may assume that the 
only tax provision necessary is 1214% of the net gain from realization of the 


assets listed in the trial balance. 


Prepare the required charge and discharge statement, together with the work 
sheets showing the position of the estate after complying with the court orders, 
and the position of The Xenophon Corporation after crediting the shareholders 


with their proportion of the stockholders’ equity. 


Problem 15-12. Frank Healy died on May 15, 1959, leaving a will in which 


he instructed his executor to: 


(1) Use his best judgment in the disposition of such assets as may be necessary 


to liquidate all his liabilities. 


(2) Pay his widow, Martha, an allowance out of income at the rate of $1,250 
per month, from the date of his death to the date of the distribution of 


the residue of his estate. 


(3) Distribute the residue of his estate, after all claims and legacies have been 
met, as follows: one-half to his widow, and one-half to certain trustees 


named in the will. 


The executor drew up the following inventory of the estate, at appraised values: 


RGRMEStR CO on creo cia ceria mrete se iets © Oe aol aie aera eee $260 , 000 
WOrporatlon StOCK <5 acpcs «oa cm cate eean rae oat ce meena 340,000 
Bonds ee ten eee a ee ree 390,510 
LB OPN AY Bo Qe age ta a eactigy ce EMR Eek te Ales At Mit aes ie Sei lee a Pe re 25,650 
ban ducontract Sincere acticccada aati talons onkcr hoochie ee 60,500 
OT Oo aye Ne OR at PR Bee En beret BN Set oe 45,000 
IACCLUCC TIN TETeSU ECELY MOLE Teh soe siste cts ott git cise crore ee 5,810 


From the date of death to October 15, 1960, the cash receipts were: 


80 bonds, par $1,000, inventoried at 105, sold at 10234. 

500 shares of stock, par $100, inventoried at 60, sold at 80. 

400 shares of stock, par $50, inventoried at 70, sold at 864%. 

Real estate, inventoried at $45,000, and encumbered by a mortgage of 
$30,000, sold by consent of the probate court and the widow for a sum 
$25,000 in excess of the mortgage, the purchaser assuming the mortgage. 

Dividends, $19,000. 

Interest, $27,900. 

Net rental income, $20,650. 

Loans, $18,465. 


Cash disbursements were: 


Bills payable, $130,000. 

Accounts payable, $1,200. 

Funeral expenses, $1,800. 

Interest (of which $1,200 was accrued at death), $5,750. 
Office expense ($4,000 against principal), $7,000. 
Executor’s fee ($10,000 against principal), $12,500. 
Legacies, $50,000. 

Payments to widow out of income, $22,500. 


The accrued interest income on October 15, 1960, totals $3,150. 


Prepare journal entries recording the foregoing facts, the closing of the books, 


and the distribution of the estate on October 15, 1960. 
Prepare statements for submission to the court. 


Assignment Material for Chapter 16 


Questions 


Question 16-1. Discuss the theoretical distinction between an agency and a 
branch in respect to the following particulars: 


(a) Amount of stock carried. 

(b) Shipments of merchandise. 

(c) Passing of credits. 

(d) Billing of merchandise and handling of accounts receivable. 
(e) Cash and cash records. 


Question 16-2. Why is it sometimes considered desirable to bill merchandise 
to a branch at a figure above cost? Will such a practice have any effect on the 
reported earnings of the business? 


Question 16-3. The Branch Current account on the home office books, and 
the Home Office Current account on the branch books, are supposed to be recipro- 
cal, but in actual practice this condition rarely exists. Explain why a lack of 
agreement may exist. 


Question 16-4. Describe the closing procedure for expense accounts appear- 
ing in the home office books although applicable to a branch. 


Question 16-5. Develop an illustration to show the proper handling of freight 
charges on interbranch transfers of merchandise. 


Question 16-6. Assume that the branch fixed assets are carried on the home 
office books. How will fixed asset purchases by the home office for the branch be 
recorded, and how will fixed asset purchases by the branch be recorded? 

If fixed assets at the branch are carried on the branch books, how will pur- 
chases be recorded? : 


Question 16-7. Describe the statement location of the account “loading in 
branch inventory” if (a) statements are being prepared from the home office 
books alone; (b) combined statements are being prepared for the home office 
and branch. 


Question 16-8. Assume that a branch finds that certain goods received from 
its home office are unsalable for local reasons and returns the goods to the home 
office. What accounting treatment would you recommend for the freight charges 
on such merchandise? 


Question 16-9. A firm having several branches maintains an account in its 
ledger with each branch, and charges to such accounts all goods sent to the 
branches for stock. At the end of the year, the balance of each branch account is 
treated as an ordinary account receivable, and is included in the balance sheet 
with the general debts owing to the firm. If you see any objection to this method, 
state it, and state also how you would deal with the accounts. 


Question 16-10. Explain the purpose of the following entry: 


Illustrate one other such entry. 
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Problems 


Problem 16-1. Blanket Company operates a number of sales agencies 
throughout the United States to provide for nationwide distribution of its 
products. 

The company maintains its records so as to state separately the operating 
results of each agency. 

Prepare journal entries to record the following 1961 transactions (including 
adjusting and closing entries on December 31, 1961) on the books of Blanket 
Company. 


(1) Merchandise was sent to a newly opened agency in Anchorage, Alaska. 
The merchandise cost the company $850 and was to be used by the 
agency as samples. 

(2) Cash in the amount of $500 was sent to the new agency to establish a 
working fund for the payment of agency expenses. 

(3) The company received sales orders amounting to $7,850 from the agency. 
The merchandise ordered, which cost $5,905, was shipped from the 
central warehouse of the company. 

(4) The following 1961 expenses, recorded on the home office books as company 
expenses, were applicable to the new agency: 


NG VOLUISIT anny ree ae petit os ons ah aleeeee Cor $575 
Office expense (for accounting services).................... 310 


Use one controlling account for agency expenses. 
(5) An expense report, covering the year 1961, was received from the agency. 
It reported the following transactions: 


Disbursements from imprest fund, not yet reimbursed, for 
IDESNICHtEXPCHSES Me Mend caren, ais Fmt Re tees ote nae es $460 
Use of samples for demonstration purposes................. 355 


Problem 16-2. Remote Company has operated a branch for one year. Ship- 
ments are billed to the branch at cost. The branch carries its own accounts receiva- 
ble, makes its own collections, and pays its own expenses. The transactions for 
the year are given effect to in the trial balances below. 


REMOTE COMPANY 
Home Office Trial Balance 


December 31, 1961 


CN an oc reer pen neha ts oe 7,500 
(Mecoumts receLnvap lene crect emt sane orm hen 30,180 
Inventory—December 31, 1960..............-........ 12,620 
INC COUNTS: Daya Die met mie tee teeth aay foi ieee el ola wettest 13,240 
KRurniture and tixtures=—Nebewsris. aoe ees de oe oe 25 , 000 
Capital st0ek gcc cio: 1fo lel eye es ae oT a goes 75,000 
Retainedieatnin oS yearn wr ewok tai ee Marre 6,510 
PURCHASES s ae.6 Fk iss soot 5c SRR EI USED S Ast orate Mis, eae nee. 141,000 
BER DCTISER coo oars coe wx 5) ohn, dine eine RR A CE SA HEE 10,900 
(<5 Fey iad a ee EMP IMDS oi cs Cheats rh CRIS eS ei Same ke 82,270 
Shipmente to branch’. 34220 7 tegen gute ees t y+ 67, 680 
Branch OUrrenUse ne cee ce are tee nes tee ere aan 17,500 


244,700 244,700 


The home office inventory on December 31, 1961, was $20,140. 
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REMOTE COMPANY 


Branch Trial Balance 
December 31, 1961 


CGaSHios see ated. oo aes oan ee OA GT can eee 4,200 
‘Homie oflice curren tis aceon ea sce ao ten eat rae 17,500 
Shipmentsifrom)homevotticely yar eer rene 67,680 
Accounts receivableiys. 4a oe ee oo eran 12,800 
Expenses hc) 4... cauls Se fel. SRR Pee eee eee dees ore 6,820 
Sales}. watiithedy ah: fh ee a ee eae, see, eee 74,000 


91,500 91,500 


The branch reported an inventory on December 31, 1961, of $9,180. 
Required: 


(a) Branch closing entries. 
(b) Home office adjusting (relative to branch) and closing entries. 
(c) A working paper combining the home office and the branch accounts. 


Problem 16-3. Using the following data, prepare combined working papers 
and give the closing entries that would appear on the home office books, including 
the entry to pick up the net income or loss of the branch for its first year of 
operations. 


COMPANY Z 
Home Office and Branch 
Trial Balance 


June 30, 1961 


Home Office Branch 
Caso ®. Shedis separ tote eee eee 9,400 2,250 
Accounts receivable.................. 8,700 2,400 
Inventory—June 30, 1960............. 9,000 — 
Branchvcurrent se) eee See 6,000 
Shipments to branch—Loading........ 3,000 
Fixed assets—net................000. 20,000 
Accounts,pay able; sweaters ae ae 4,200 1,050 
Homeoficercurrent pari tee eee 6,000 
Capitalistock. 4ayeie eek. Pee 30,000 
Retainediearnings, ...5..> aaese ee 13,500 
Dividends... a0 s< v0.1 00 SER I ote 1,500 
Sales Ars. As. AS eee eee 54,000 21,000 
Purchases: 05. (Rae. ee, Lee aren 57,000 1,800 
Shipments from home office........... 18,000 
Shipments toibranch..-..7....4.0...% 15,000 
Expenses tt tore stat Gen ee eee  kte. 8, 100 3,600 


119,700 119,700 28,050 28,050 
Inventory—June 30, 1961............. 15,000 2,000* 


* The inventory consists of the following portions: 
90% acquired from the home office; 
10% acquired from outside sources. 


Problem 16-4. Deviso Company has for one year operated a branch. Ship- 
ments to the branch are billed at an arbitrary price. The branch carries its own 
accounts receivable, makes its own collections, and pays its own expenses. The 
transactions for the year 1961 are summarized on the following page. 
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ehipmenteioibranthiewd? cya 4 ote tad) A nly, lnc tone $84, 000 
Branahigales:on acogunts (4158 chvor,.cstlaswdketeroon di. aheerOoe 79, 600 
Collections on account—Branch....................--0 000 ce. 76,500 
BIRDORSES DAG ——EPAN GR ook lacy cad td «icon? s slotecnec® cht. see 3, 200 
NASR ERO OMG ONICE. aaa dhat On RIE ee ee 72,000 


The branch inventory on December 31, 1961, is $16,800. 


The home office trial balance on December 31 is: 


IMIVORLOLV Reina. eee ste nT ea a ee ee 8,000 
Capitalistocks Mee sot tern onmoeee te at: Bh OI Ae oer Oe 60,000 
PURCRASCS ey. 2. Hie RUE Ne A) SORTER See RE 75 158,000 
Sales i (OlNy) sted cell.od Stewed aliemt es act aor 110,000 
EX DONNER er teh ee Pee eee fe ee te hae) Na gerne eS 9,000 
INCCOUDIS TecelvabDle ch tae oe tt ono oe 39,000 
CaS ret ere eee Cet eet nc 5 a Ee SI PTA I 37,000 
INCCOUDbS DLV AD On ac rt er PN. rh ated es 5,000 
Shipments icoibranch:—COSt. wenisecee. eee se se een ee 70,000 
Shipments to branch—Loading....................... 14,000 
iBranchreurrent AccOUMUMan oe mn aren eee eee ee 14,000 
ReULINGGECR ENING S 4 cane e) Ae, ec ha eee a 6, 000 


265,000 265,000 
The home office inventory on December 31, 1961, is $7,500. 


Prepare: 


(a) Journal entries (without explanations) in parallel columns, for the 
transactions of the branch for the year, as they would be recorded 
on the branch and the home office books. Include any necessary 
adjusting entries. 

(b) Branch closing entries. 

(c) Home office closing entries. 


Problem 16-5. In making the annual audit of Maxon Stores, the auditor 
attempted to reconcile reciprocal accounts with the following balances: 


Home office: 


Warbys branch CUCU tie eee noni a) cele accent $57 ,620 Dr. 

Riverside: Branch Current. cee ee see 2 2OMDr: 
Darby branch: 

HomerO@ pico. @urrenti. a. teen ee ocean 55,520 Cr. 

Riverside BrancheCurrente son. ne 66 ore etre oes een es 2,080 Dr. 
Riverside branch: 

Home@ fice Current) Metre erettee its Pes ce atomena te 22,220 Cr. 

Darby Branch Current... hc ctc rc nec een ss ees ee veen 4,600 Dr. 


He ascertained the following facts: 


Merchandise was billed to the branches at 10% above cost. 

A bank draft of $4,600 sent by the Darby branch to the home office was in 
transit. 

The home office had charged advertising to the branches as follows: Darby, 
$4,300; Riverside, $3,200. Neither branch recorded these charges. 

Merchandise which cost $5,000 was in transit from the home office to the 
Riverside branch. 

At the direction of the home office, the Riverside branch had billed mer- 
chandise to the Darby branch at $4,600, which included the freight from 
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the home office to Riverside. After the Darby branch had paid the freight 
from Riverside, the merchandise cost $100 more than it would have cost 
if shipped from the home office. The Darby branch billed this $100 back 
to the Riverside branch, but that branch has never recognized the claim. 
The home office instructs the Riverside branch to accept the charge and 
rebill it to the home office, which will charge it to an expense account. 

Both branches have credited their book net income to the home office: Darby 
at $6,800 and Riverside at $5,200; these amounts have not been taken 
up by the home office. 

Merchandise billed at $6,580 is in transit from the Darby branch to the 
Riverside branch, at the direction of the home office. 

Cash is in transit from the Riverside branch to the home office in the amount 
of $1,400. 


Show how the reconciliations were made. 


Problem 16-6. Simplex Company sells its product directly and also through 
a branch opened at the beginning of the year. Condensed summaries of the com- 
pany’s financial statements for the current year are presented below. 


SACS He a sso. 5.5-6 cat, se Stee cy Sk Aare on, Re a $284,000 

Cost:offcoods BOld isn coseercs ace Re Pe ee er ee 198, 800 

Gross profit....... 44Ns.a os Gh Aes cht SRE PS eee ae $ 85,200 

UX PEDISEB! suds oused sg ene oO Re em 57,650 

NG tM Gomi’: ve... ccs. aia eee et ee re ae eee $ 27,550 
Cashier ae ee re eer $ 16,000 Accounts payable............ $ 21,000 
Accounts receivable.......... 38,000 
Triventoryi. ce th ek cree 23,000 Capital stock....... $75,000 
Hixedvagsets 7c: 0e acre 41,000 Retained earnings... 22,000 97,000 

$118,000 $118,000 


The account with the branch was treated as an ordinary account receivable. 
For example, shipments to the branch, billed at selling price, which is 20% above 
cost, were charged to Accounts Receivable and credited to Sales. When the 
branch made a sale, a duplicate sales invoice was forwarded to the home office, 
which took up the receivable on its own books, giving the branch credit for it, and 
then made the collection itself. A petty cash fund of $500 was kept at the branch, 
and its closing inventory was $19,200. No other assets or liabilities were kept on 
the branch books. 


Prepare working papers to correct the company’s statements. 


Problem 16-7. Repulse Company of Tucson operates a branch in Phoenix. 
The following trial balances were taken from the branch records: 


December 31, 


1961 1962 

(After Closing) (Before Closing) 
Homevothce current... 7.025 one ee is 9,000 11,500 
INVETICOLVasiseticbee veka Meee amr 4,950 4,950 
Shipments from home oflfice............. 44,000 
Sales: \aesUs Se GGls ise het TE fic aa anes te) 47,500 
Sales*allowancesi 4... ies seni oe 750 
Accounts receivable.................... 3,000 4,750 
Cash, vas kensialcaee dae sae eee 1,050 2,050 
EXXPENSCS Acta Hc onds to Rant Shean eee 2,500 


9,000 9,000 59,000 59,000 
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All sales were made on account. The branch makes its own disbursements for 


expenses. The branch inventory on December 31, 1962, was $5,500. 
The home office trial balance on December 31, 1962, was as follows: 


REPULSE COMPANY 


Trial Balance 
December 31, 1962 


Inventory.. BP Stone oer Rn ee AS ook 12,500 
Accounts Féceivable- Fee Rahs TRO TE Re MN 2 SET Oe 1,300 
(CINE. cet! 3 <n ee OM 8,900 
Branchycurrents «2 ak cons a 12,600 
Loading im branch-imventory. 22... .2......<o.0. 00 450 
Purchases S:).4 0c: - . --ron ne ee ee oe eed Ue 90, 000 
Dales err eee se 5 Se gM Ame ap yt 60,000 
Salesrallowances:.s...3.. eee Pe oe. 1,100 
Shipments to branch——Cost..... saeeent oa as cee 41,000 
Shipments to branch—Loading....................... 4,100 
EX DCNSCSereer eae hs Se ee ey er ey re oe 6, 250 
IACCOURtSED AV Able Taare iets Ae Se ese ee noel 2,750 
Capital stock tac Ses o 5% ¢ 5 ere ee oe tion 6 et 20,000 
Retainedvearnings. | = Me + ee eer es mee nN ee 4,350 


132,650 132,650 


Inventory, December 31, 1962, $13,750. 


From the foregoing data prepare: 


(a) Summary journal entries in parallel columns recording on the branch 
books and the home office books the transactions of the branch (in- 
cluding those with the home office). Include any necessary adjusting 


entries. 


(b) Journal entries on the home office books to take up the branch net income 


or loss and to adjust it for the price loading. 
(c) Combined working papers. 


Problem 16-8. The Jackson branch of Clinton Company has submitted the 
following condensed income statement and summary of its Home Office Current 


account. 
JACKSON BRANCH 
Condensed Income Statement 
For the Year Ended December 31, 1961 

SS ee ete ee ere het Mc coun oiles 0-8 suatapirrees yi $65, 000 
Cost of sales: 

Inventory—December 31, 1960—at billed prices...... $ 8,195 

Shipments fromehomeroiicea wage ed eile i ae 46, 640 

PROC ene cee te ear sn mateaecsuryae $54, 835 

Deduct inventory—December 31, 1961—at billed prices 6,952 47,883 
Gis iin ogem oe ou se ac a vote 5 Omen OemO on Serio ga osOe $17,117 
LDR a LS RRR OED ie x ea ee ere en 13,130 


NetiincOme:. 8%. «co eee ee ae ese osthicl cht wd eeeeer ae en $ 
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Summary of Home Office Current Account 


Balance—=December sumerge0n. se eee acne eee sre a eae $ 8,120 
Credits: 
Shipments from home offices sine eee re $46 , 640 
Reimbursement of branch working fund for expenses.. 11,400 
Netiincomé:s Ince. hoes Se ee ee ee ee 3,987 62,027 
Total scariest Dias SR Rice tot cro oh eee ene $70, 147 
Debits: 
Advertising paid by branch—allocated to home office.. $ 330 
Cash remitted: tor homer lice meiner rina tenner ener 62,000 62,330 
Balance==Decémber'31,, 196l i nuesg ae 2 oan wae re ee eee $ 7,817 
The home office trial balance is presented below. 
CLINTON COMPANY 
Trial Balance 
December 31, 1961 
(OC) ieee eee ere non BON Lene Sem odie Boas ooaue odas 2,000 
ACCOUNTS TECELV EDLC cyst ye rou errata Ret ec) eae ee Ee 7,400 
Inventory—December 31, 1960—at cost............... 17,220 
Branchycurren tren co.cc. crd.o otrsreeee ter Rete nsee ene tere ato 3,907 
hosdingmebranchinventoLya nee eeeeeeeeE rear 745 
Hixedvassets.,, oct. 5.2 5 oy eb erent eR Oe eee 40,000 
ACCOUNTS DAY able «oh. 7.6 «oma ten rer ras ae eto 3,000 
Capital stocky. cesses tren eee rete od her eterna ete 50,000 
Retained earnings, .... <in-abrivodertadoct walt Ae Pie eon 8,982 
SSCS de cir cts 5 bias daccasphen Re oat ones Rane ore 150,000 
Purchases ..2% 3525-15 aaiehe sae ron Mer «os re ieee a een ane 146,000 
Shipments to) branch——COst) marae: oa eee eee nee 42,400 
EX DCRSES« 3 ain, cee Sees oe ae ce One eee 38, 600 
255,127 255,127 
Inventory—December 31, 1961—at cost............... $18, 125 
Required: 


(a) A reconciliation of the reciprocal current accounts. You may assume 
‘that the current accounts were in agreement as of December 31, 1960. 


(b) A combined income statement. 


Problem 16-9. The account balances shown below were taken from the trial 


balances submitted to Technic Company by its branch at Riverdale. 


July 31, 
1960 1961 
Petty cash ftumd cs. oc 5.0§ calc tire spacer sicia, uk oe 1,500 1,500 
SAl@s)....crgabe tents eelh wieratesecaasite torent or for orn aie eae 176,330 198,720 
Sales returns and allowances...............-..+++-++: 3,150 3,600 
Accounts written off as uncollectible................... 1,220 1,920 
Shipments from home office—at 140% of cost.......... 107,450 136,080 
AC COMUNE TECOly A D1G eteas ee eee ba Sic rae tee ene 43,800 49,140 
Inventory—July 31—at billed prices.................. 37,170 41,370 
1 Og MeN ER BORAT Gs c canst Oo foc es 51,260 57,930 


All cash collected by the branch is remitted to the home office. All branch 
expenses are paid out of the petty cash fund. When the branch receives a petty 
cash reimbursement check, it charges one or more expense accounts and credits 
Home Office Current. 
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Internal audit reports show that the petty cash fund was counted each July 31, 
and that its composition was as follows: 


July 31, 1960: 


Wnremnbursed expense vouchers. oc; «cia suc. ctcrctlt ».o kGsdeateee 920 
July 31, 1961: 

Gorsnilenotrrency: Tee y aes ce ee kis cto avs Gener she eareewadhehes $860 

Unrennbiirsed expense votichers).... ccc ct cs ot lanes 640 


The home office neglected to allow on its books for the price loading in the 
July 31, 1960 branch inventory. 


Required: 


(a) A summary of the Branch Current account as it appeared in the home 
office books for the year ended July 31, 1961. 

(b) A schedule showing the corrected net income of the branch for the year 
ended July 31, 1961. 


Problem 16-10. You are engaged to audit the records of Swivel Company, 
which have not previously been audited. The trial balance as of December 31, 
1961 follows: 


SWIVEL COMPANY 


Trial Balance 
December 31, 1961 


Debits Home Office Branch 
ONshals Fee SOIR E ee o are iTS ene eels ahs 15,000 2,000 
ACCOUNUS TECOLVADIEs, coe 6 ere sn es we seein eee 20,000 17,000 
Inventory—December 31, 1961................... 30,000 8,000 
IBranchvcurventem sy eee: Ae te ee ne oe ec 44,000 
ixed: assets-enets, ey anaes abe ae 150,000 
Castrotisalesiertsele sity <n Shee See, HINGIS 220,000 93 ,000 
EX Penses aus eit nae de eid cere eh ceec le ohh & 70,000 41,000 
549,000 161,000 
Credits Airset Ht 
NCCOUNTSEDAV ED Gruso Oe sted aaa deh aie: Ae iamone as 23,000 
IMorbeare pay aDle stn. cate deaths ator acute ate 50,000 
FlomeroticerCdirent . sco ci: cid oe css pe nye to 9,000 
COPS SHES L270 a aN ee gna RP EES Ae aE area 100, 000 
Retained earnings—December 31, 1960............ 26 ,000 
SENT FEFSRy osuclte esp eM vet ORES SI a a eR eer Re er eR 350,000 150,000 
INC CUE EX DOSES sya gett exceed ea Usa -y a Asm MeIC ONC 2,000 


549,000 161,000 


The following additional information is to be considered: 


(1) The branch receives all of its merchandise from the home office. The 
home office bills goods to the branch at 125% of cost. During 1961 
the branch was billed for $105,000 on shipments from the home office. 

(2) The home office credits Sales for the selling price of goods shipped to 
the branch. The goods shipped to the branch are not returnable unless 
so ordered by the home office. 

(3) On December 31, 1960, the inventory of the home office was $25,000. 
The branch books showed a $6,000 inventory. 
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(4) The home office billed the branch for $12,000 on December 31, 1961, 
representing the branch’s share of expenses paid at the home office. 
The branch has not recorded this billing. 

(5) All cash collections made by the branch are deposited in a local bank 
to the account of the home office. Deposits of this nature included the 


following: 
Date Deposited Date Recorded 
Amount By Branch by Home Office 
$n OO Osa tan caches eects December 28, 1961 December 31, 1961 
3000; As, S08, Reeene = December 30, 1961 January 2, 1962 
Win OOO Sites cc an eater December 31, 1961 January 3, 1962 
2 OOO a enemas eee January 2, 1962 January 5, 1962 


(6) Expenses incurred locally by the branch are paid from a special bank 
account which is reimbursed periodically by the home office. Just 
prior to the end of the year, the home office forwarded a reimbursement 
check in the amount of $3,000, which was not received by the branch 
until January, 1962. 

(7) It is not necessary to make provisions for federal income tax. 


(a) Prepare a reconciliation of branch office and home office current accounts 
showing the corrected book balances. 

(b) Prepare working papers combining the accounts of the home office and the 
branch, 


Problem 16-11. Multiple Company had branches in several cities. According 
to company policy, all collections made by branches were deposited in a bank 
account against which only the home office could draw. Each branch had an 
imprest fund of $1,000 from which branch expenses were paid. It was the com- 
pany’s policy to replenish such funds at year end and whenever the balance was 
reduced to $200. All shipments to branches were billed at an advance of 25% 
over cost. The branches determined and reported their inventories at billed 
prices. Fixed assets used by the branches were carried on the home office books. 
For the fixed assets used by the Mound branch, the depreciation charge for 1961, 
recorded on the home office books, amounted to $1,800. 

The income statement for 1961 submitted by the Mound branch has been lost. 
It is agreed by everyone who saw the statement that it showed a net income equal 
to 5% of net sales. Last year’s income statement submitted by the Mound branch 
showed an ending inventory of $7,875. 

A summary of the branch office current account for the Mound branch follows: 


Mound Branch Current 
1961 1961 
Balance—December 31, 1960... 15,705 | Remittances 
Shipments to branch (of which 
$5,000 was in transit as of 


December 31, 1961).......... 32,000 
Reimbursement of expenses..... 11,350 
IN@U INCOME, macy wake eA ice ee 2,315 


(a) Reconstruct the income statement submitted by the Mound branch for 
1961. 

(b) Prepare all entries on the home office books relating to the recording and 
adjusting of the branch net income or loss for 1961. 
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Problem 16-12. Southern Corporation operates a sales branch in Daytona. 
Goods shipped to the branch are billed at cost. All cash receipts from customers 
are immediately remitted to the home office. Furniture and fixtures are carried 
on the books of the branch. The home office purchases and pays for all additions 
to furniture and fixtures. A working fund is maintained at the branch from which 
draft on the 


branch expenses are paid; reimbursements thereof are made by 


home office. 


On December 31, 1961, the following statements were rendered to the home 
office by the branch: 


SOUTHERN CORPORATION 
Daytona Branch 
Comparative Balance Sheet 


December 31, 1960 and 1961 


December 31, 


1960 1961 
Casheworkingetun dees tte Pel etm... on ee $ 2,000 $ 3,500 
PNECOUT USjLO CEVA DIOS arn ss Is ahaa win scons an ee 63,880 62,630 
PS WOU COTV ERE eels fecicte axis gouclo, Secinse oeoush eae UR ee 46,380 73,200 
IPREPAId CX PeNSES «5 ic 5.y2gcscysore sacs a 400 650 
Wrarnitire Mel Gees ace ooh cn 5 a 28 ve 10,000 12,200 
$122,660 $152,180 
INGCOTMCCUUSRIABIOR® oe i osuc 5400s hoodie on eee ee $ 600 $ 750 
Allowance for doubtful accounts.................... 1,900 2,050 
Accumulated depreciation..........+-.1ee+++ 45s. ue 3,000 4,110 
MomavOlmicexCuUrrellom ser: o0 eae Ae fia et x. 2 vIn 117,160 145,270 
$122,660 $152,180 
SOUTHERN CORPORATION 
Daytona Branch 
Income Statement 
For the Year Ended December 31, 1961 
SEAS eh ce entire ee eine Sea reac Cates ER ie oe Screech $450 , 090 
Deduct: 
Sales returns and allowances..................... $ 2,240 
SalescdisGOUntse mais wea a. ode tet MENie atte eS ae 1,720 3,960 
INGtiSaiCSnetaekbe dain: 1) ge. eae dice ee ET ee $446, 130 
Deduct cost of goods sold: 
Inventory—December 31, 1960................... $ 46,380 
Shipments from home office, after deducting $1,200 
for the cost of goods returned to the home office as 
unsuitable for the Daytona sales area............ 390,640 
Reo pee ee ee he ENO Sea ee $437 , 020 
Inventory—December 31, 1961................... 73,200 363,820 
Gross prottt on Belew o.oo oct ee ight amen ine) vasa oe eee $ 82,310 
Deduct: 
SEA A pe et Pe Be ent ee SES 5 oO we ere $ 30,900 
RON OX DONBO 6 cde gaa ice as, eer eS 8,400 
Depreciation of furniture and fixtures............. 1,110 
Provision Ore baOrde bts. mere neers mn 1,200 
Othemexpenscsmeere sc nee eee 3,450 
Home office overhead charged to branch........... 22,000 67,060 
DEH POVELONTO (evra t tasty cuacley ie MOOG Paty Pa acacia WSN OA tae ii a RL tra $ 15,250 


The home office income statement is on the following page. 
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SOUTHERN CORPORATION 
Home Office 


Income Statement 
For the Year Ended December 31, 1961 


Sales i.2. 7a OO ee eR ee ee Be eee $500 , 000 
Deduct: 
Sales returns and allowances...................-- $ 3,460 
Sales, discounts igcunes Shera See ee ae 2,100 5,560 
DA Coats cern oe ene eee ree SIPs eo inci ai cho marca ooo oa Kiaoio 2 $494, 440 
Deduct cost of goods sold: 
Inventory—December 31, 1960... ..........5....-. $125 ,000 
Purchases 0.300006. sane. “ete ccd ee $806 , 840 
Less shipments to branch............. 396,840 410,000 
Totalsce0e deans eco See Pee ee $535 , 000 
Inventory—December 31, 1961................... 133,000 402,000 
Gross 'profit ontsalesid a4 fae ee bei ee eee $ 92,440 
Deduct: 
Salsiries (oR TD eins cic le Seley on bus cc ee $ 44,200 
REtit CX PElSess 5 ogc icysponceseoasciudeara epee ea ee 12,000 
Depreciation of furniture and fixtures............. 2,000 
Jengoniaestorny 10s? [Kol CMON, 5 wb oo cc oo over ence nue ss 1,100 
Othersexpensesess.. cc a.0 9s eer os ee 15,110 
POEL vnsioiayea tase tsyape sina'sy dpal tpoyce ayn sn Seas Sao $ 74,410 
Deductiallocation to branch.....0 + ..e ee ene 22,000 52,410 
INGtHINC ORIEN So tina alesis te ok IC ener eee een ee $ 40,030 
Addibraneli net incomeen. wate oe ae eee os ee ee 15,250 
Comibined netyincome nese eee ee eee are ete ee $ 55,280 


The bookkeeper for the home office recorded the goods returned by the branch 
as follows: 


Sales returns and allowancessc.v..astce reeks a eee erie iene 1,200 
Branch Current frac ot pays toa wetter et. cere te renee 1,200 


Half of the goods returned have been sold by the home office and the remaining 
half is considered salable. For inventory purposes, freight applicable to the 
unsold returned goods has been included in the December 31, 1961 inventory as 
follows: 


Freight cost on shipment from: 


Supplier torhome: ofee a sccs-srsccceagtest hac cece a nc one $32 

Home‘office’ to branchiptccnaprataoy ck eee aati ere ee 12 

Branch to home: fice’. :. utes... enbeece aie wuciaienik tay cee eee 12 

Totaloaie. vtkdes ch ee ee reece ee ea $56 

50%: thereof. capitalized : 4%. 98......ce kee eo $28 
Required: 


(a) An analysis of the Branch Current account for 1961, without including 
any corrections you may believe necessary. You may assume that the 
reciprocal current accounts were in agreement as of December 31, 1960 
and that there is no cash in transit as of December 31, 1961. 

(b) A working paper combining the income statements to show the correct 
results of operations for 1961. 
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Questions 


Question 17-1. Mention some contrasting features of consolidated balance 
sheets and unconsolidated balance sheets. 


Question 17-2. When does a parent-and-subsidiary relationship exist? 
Question 17-3. When does a minority interest exist? 


Question 17-4. Name some of the reasons why corporations acquire or 
organize subsidiaries. 


Question 17-5. Assume that the subsidiary had a deficit at the date of 
acquisition, and that the parent company bought all of the stock, paying par less 
the deficit. What accounts should be eliminated in making a consolidated balance 
sheet at the date of acquisition? 


Question 17-6. Assume that the parent company acquired 98% of the stock 
of the subsidiary, and that a consolidated balance sheet is to be made at the date 
of acquisition. Assume also that the parent company paid exactly book value for 
its holding, as shown by the books of the subsidiary. State how the eliminations 
should be made 2nd how the minority interest should be determined in each of 
the following cases: 


(a) The subsidiary had no retained earnings. 
(b) The subsidiary had retained earnings. 
(c) The subsidiary had a deficit. 


Question 17-7. State the amount of the goodwill and of the minority interest 
in the following case, and explain how you obtained your figures. The subsidiary 
has a capital stock of $100,000 and retained earnings of $50,000. The parent 
company acquired 90% of the stock and paid $140,000 for it. A consolidated 
balance sheet is to be made at the date of acquisition. 


Question 17-8. The trial balance of Company P shows the following account: 
Investment in stock of subsidiary —90 %—at cost................ 80,000 


Under what circumstances, if any, will this account appear in the consolidated 
balance sheet of Company P and Subsidiary? 


Question 17-9. Cite some examples of intercompany eliminations. 


Question 17-10. What is the amount of the consolidated retained earnings 
under the conditions given as of the following dates? 


(a) Parent owns 100% of the subsidiary’s stock: 


December 31, 1960—the date of acquisition: 
Retained earnings: 
JBayRerN TON Caen nooo emia emirate web Gules om Mc copaptigct tis $60, 000 
SOpsidIAry COMPANY? tii deta at. Sis atten Bie lea ce we 20,000 


December 31, 1961: 
Retained earnings: 
Parenticompany ae terri el: ae ere ir $66 , 000 
Sobsidiarvicompany tie tenes ste te oe ch AT n> apt yt: 23,000 


(b) Same facts except that the parent owns 80% of the subsidiary’s stock. 
699 
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Problems 


Problem 17-1. Prepare consolidated balance sheet working papers from the 
following information, which shows the condition of the parent company and the 
subsidiary on December 31, 1961, the date when the parent company purchased 
the subsidiary stock. 


CasE I ’ Cass II Case III 
Assets OJ? CoS Cosi” Co. S Come Co. S 
Cashtey ie 2s eae $20,000 $30,000 $36,000 $25,000 $11,000 $16,000 
Investment in Co. S (90%) 57,000 43 ,000 55,000 
Otheriassets* res vores 6,000 33,000 6,000 23,000 6,000 43,000 


$83,000 $63,000 $85,000 $48,000 $72,000 $59,000 


Liabilities and 
Stockholders’ Equity 


Accounts payable......... $ 3,000 $ 1,000 $ 5,000 $ 1,000 $3,000 $ 1,000 
Capitalistoc kee mercer 75,000 50,000 75,000 50,000 75,000 50,000 
Retained earnings or deficit* 5,000 12,000 5,000 3,000* 6,000* 8,000 


$83,000 $63,000 $85,000 $48,000 $72,000 $59,000 


Problem 17-2. Company A acquired its 100% interest in the stock of Com- 
pany B on June 30, 1959, when the retained earnings of Company B amounted to 
$10,000. 

In the information presented below, the investment is shown at cost. 

Prepare consolidated balance sheet working papers as of June 30, 1960 and 
1961. 


June 30, 1960 June 30, 1961 


Company Company 
Assets A B A B 
Cases. steetck occa xc ee Mee eee Re ear oe $ 6,400 $10,000 $ 5,800 $ 8,200 
Merchandisestaventonyar: trae rae 10,100 14,000 12,000 17,800 
Investment in stock of pee ae B Savers .. 41,500 $ 41,500 
Other assets. . Biss ........ 40,000 30,000 42,000 27,000 


$98,000 $54,000 $101,300 $53,000 


Liabilities and Stockholders’ Equity 


INEST UTES ENS is domsa sags sesh sb se ... $10,000 $ 8,000 $ 13,700 $ 9,000 
(COMMON STOCK. mien a> sete iene ae eee 60,000 30,000 60,000 30,000 
Retained earnings. 4aacnes Se See 28,000 16,000 27,600 14,000 


$98,000 $54,000 $101,300 $53,000 


Problem 17-3. On December 31, 1961, Parent Company acquired all of the 
capital stock of Subsidiary Company, consisting of 15,000 shares with a stated 
value of $10 per share, for $150,000. The balance sheets of the two companies 
appeared as follows: 


Assets Parent Subsidiary 
OT ee ee eee ee is Se a Sue $ 25,000 $ 20,000 
AcCOUDtS TeCelVable . aoe nears cea ane aaa 60,000 35, 000t 
IM VO@nitOries fcc (ote aut Tees eee ee en 71,000 50,000 
Investment in Subsidiary Company............... 150,000 
1 Bh 00 Meena Sethe ce te nrtne Ave eects dsch dn A eaecer bMSI otc cS Pho 60,000 30,000 
Buildings=—net! oe eer eas orn eee ee ee 76,000 15,000 


$442,000 $150,000 
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Liabilities and Stockholders’ Equity Parent Subsidiary 
ACCOUNtS payable Ties.) Aen 2 | $ 52,000t $ 10,000 
LOas Fee: eee | a0. £54, ee 25,000 
Capitalystock ts. cm keys. tenet ee ee: 250,000 150,000 
Barely Sic DLUS tc yeu= s.r cos 2 oo case es 50,000 
Retained earnings’ (deficit*)........<csese eens. 115,000 60, 000* 


$442,000 $150,000 
¢ Includes amount of $20,000 receivable by the subsidiary from the parent. 


Prepare consolidated balance sheet working papers. 


Problem 17-4. From the following balance sheet data, as of December 31, 
1961, and supplementary information, prepare consolidated balance sheet working 
papers. 


Boulder Cavern 


Assets Company Company 
(CRS ie, ocatesurie 2 | aaa een NE ae Aa tee EN TR OS $ 58,300 $ 15,600 
INCOM US TECOLVAD IG: apie enien th ses vbieisiouesasciceanomestoers 73,600 32,400 
Allowance for doubtful accounts... .....0.06500000 sce 2,400* 1,600* 
IV EIUOT Vaca eee fc 21. oc Riess en + oh dy dO weet 90 , 000 53, 200 
Investment in Cavern Company................. 93 , 500 
BUT eUTe ANIC MK GUNES acter cae ks sb ie ae 64, 200 58, 800 
Accumulated depreciation—Furniture and fixtures... 28,400* 17,200* 
$348,800 $141,200 
Liabilities and Stockholders’ Equity , << Rare) mesh ties 
ACCOUTISIDa VOD le ae: cs ara aera atrang- Bei ar $ 36,800 $ 12,400 
Incomestax: Daya ole cise sais oe eee eee ias, sree 25,000 14, 200 
(Ore FANN Sr cre) ea Ale ee rerceer brs Src gahs a nen eee ea 200,000 100,000 
REtMINeEdvearMiINg site mts como cite eats 87,000 14,600 


$348,800 $141,200 


* Deduction. 


Boulder Company paid $11 per share for its interest in Cavern Company. 
This price included a premium over par value of $1 per share. At the time of the 
stock acquisition, the stockholders’ equity of Cavern Company was $105,000. 


Problem 17-5. The balance sheet of Medium Company is presented below. 


MEDIUM COMPANY 
Balance Sheet 


December 31, 1960 


Assets Liabilities and Stockholders’ Equity 
Cashier tected $41,000 Accounts payable......... $ 4,500 
Imventory sn staes) ete 32,400 ; | 
Prepaid expenses......... SOOm = Capitallstock.. centre: 60, 000 
eam oo ioiap enh seer 20,000 Retained earnings........ 32,000 
$96 , 500 $96 , 500 


As of January 2, 1961, Medium Company organized a subsidiary company, 
Smaller Company, and transferred $30,000 of cash and $10,000 of inventory for 
all of the capital stock of the newly organized company. An additional $6,000 
of cash was transferred to the subsidiary company as a noninterest-bearing 
advance, to be repaid in three years. 

Assuming that there were no other transactions on January 2, 1961, prepare the 
consolidated balance sheet for Medium Company and its subsidiary as of January 
2, 1961. 
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Also prepare the consolidated balance sheet as of December 31, 1961, by 
making use of the following balance sheet data. (The preparation of working 
papers is optional.) 

December 31, 1961 
Medium Smaller 


Debits Company Company 

Cagh’resrt..2.2 hr Stoeckle aren sa tape $ 4,700 $ 5,500 
Advances) to Smaller Companyer ae ie erent 6,000 

Inventory... :0.5.ovn. 36s deren) seen aye ee 21,100 18,300 

Prepaid expenses ..7.0 tom see cee eee 2,400 1,300 
Investment in Smaller Company (100%)............ 40,000 

Lan discs teewaied x ber alleen Poe eee ae eet 20,000 27,700 

$94,200 $52,800 

Credits LR gl on 

Agcountspayable Oe... qe ee a OL anaes cree ae $ 8,700 $ 2,800 

Advances from Medium Company................. 6, 000 

Capital stockw i ® o.....c pep eoer re bina ners 60,000 35,000 

Paid=infsur plus? .¢ ehe.cc nee cee eerie 5,000 

leiehioOlernYIIN amma Soo co abdeAas ods oacadcds ys 25,500 4,000 


$94,200 $52,800 


Problem 17-6. The December 31, 1961 balance sheets of Randy Company 
and Sandy Corporation are presented below. 


RANDY COMPANY AND SANDY CORPORATION 


Balance Sheets 
December 31, 1961 


Randy Sandy 


Assets Company Corporation 

Cah. 5 iA cin ee Oa eee a ee $ 28,400 $ 5,700 
Accounts receivable, net of allowance for doubtful 

BECOUDUES..0 A asta Methen detee Stents Becki oe Re 36, 100 11,300 
Advance to Sandy Corporation.................. 35,000 
Inventory an oraaucmne ohrnce cieee eat oases ee eee ee 81,500 18,500 
Prepaidiéxpenses tenes ees tee Set ee 8,400 2,600 
Investment in Sandy Corporation (90%).......... 30,000 
TSS NM rec Woe ec Regs oy CRC RO RE 15,000 8,500 
Buildings, net of accumulated depreciation........ 103 , 600 33, 100 
Equipment, net of accumulated depreciation. ..... 133 , 900 10,200 


$471,900 $89,900 


Liabilities and Stockholders’ Equity 


Accounts: payables. u.c.cm cuca aie ee arene $ 18,900 $15,300 
Income tax payable. see oe ne ae ee 52,400 3,200 
Advance from Randy Company................. 33,000 
Capitalistook 3. <5 .0s0a7,0 sstietne weve Salen emo 2 300, 000 30,000 
Retained earnings sacar eter ator ieinnc rector 100,600 8, 400 


$471,900 $89,900 


Randy Company acquired its interest in Sandy Corporation several years ago 
when the latter corporation had a deficit of $2,400. 

On December 31, 1961, Sandy Corporation made a payment of $2,000 on the 
advance from Randy Company. 

Prepare consolidated balance sheet working papers. 
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Problem 17-7. On the date of the following balance sheet, Super Company 
became a subsidiary of Powder Company as a result of the latter company’s pur- 
chase of 900 shares of the outstanding stock at $150 per share. Powder 
Company agreed to pay for the stock in ten days. 


SUPER COMPANY 
Balance Sheet 


June 30, 1961 


Assets 
Current assets: 
CORT Oe c TOO DMO Ee ae en en etter $ 15,000 
Accounts receivable: 
Powden@ompanyie aoe sees $12,000 
Others=—ad radesien, Bek ee eae 30,000 42,000 
PI VORGORV let ssi c. tes tier tintin an, wee enn eae 40,000 $ 97,000 
Fixed assets: 
COst eh: Bee ee Matta «cc abv oo Soe ae ke $ 71,000 
Accumulated depreciation’... 2... .... + a0-%e5epeen 13,000 58,000 
$155,000 
Liabilities and Stockholders’ Equity 
Current liabilities: 
INCCOUNLSIDAY AD ICME eh non ae aD AT Me) ee ee, $ 30,000 
Stockholders’ equity: 
Common stock—1,000 shares..................... $100, 000 
REcCRINCCICATMINGS pacers shies hick en eae 25,000 125,000 
$155, 000 


Before the above purchase of stock was recorded, the books of Powder Com: 
pany contained the following balances: 


Reet Senate Loe (EMT Et OFS $145,000 
INGCOUNtS TECCIV ADIGE. 1 sak. Shee sine babe Bares oS hacdars 67 ,000 
RTRVQUON NE, Ce Oe LR oes Cee amen cee Oe Od Op Ree ee 51,000 
Ee CR ESe baler ee le, ne en ere ins Pere? 6 215,000 
NEcumulsted depreciation... cro ust anet ans h es eae $ 90,000 
Accounts payable: 
SUper@OMpany Aric’ sta eee ae haa ha neue Ad 12,000 
Othersa—iDrade ey. baa ee ana Aa are hn Ahi on: 45 , 000 
INGLESID AVA De tessa. tos tae otter ace Maren icone 75,000 
Prefarredestockssons sate Ae ae oe ee ee ase 100, 000 
W@Gmmon stOCK sence as ce Od wae OS is 200 , 000 
Defictt—-Decembersl 1960s ee eee - 64,000 
Encome=—allisouncestisne te at AER DES 300, 000 
(Costtotesalesettewn: sine ciolaes aa etna EN eA 200, 000 
[DROS are ote Re nny ots Ma BW iol Crap ected 80,000 


$822,000 $822,000 


Prepare suitable working papers to supply the data needed for the preparation 
of a consolidated balance sheet as of June 30, 1961. 


Problem 17-8. From the balance sheet data of a parent company and sub- 
sidiaries as of June 30, 1961, on the next page, prepare consolidated balance sheet 
working papers. Company Y was acquired on this date, but Company Z was 
acquired some time ago when its retained earnings amounted to $1,000. 
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Assets Co. X Cons Co. Z 

Caislvaies cave ee ft a i ieee $ 24,905 $11,670 $ 12,624 
Accounts receivable: 

COZY ae Atal hock 3 aan ae eae 2,400 

COZ Ait i Or ne ee 5,600 

Other se fcbe tates bi ene ae eee 44,200 25,960 26, 886 
Inventory oo 55nce gt ee on 42,360 19,630 44,870 
Investments in subsidiary stocks: 

Co. Y—4;500 shares)... 4... ABt: coe. ae 50,000 

Co4Z7——9 200 sharesia 5. 4 eee ee 95,220 
BIxed sASS6ts staanicre sinc Me ee eee eve 47,200 22,890 36,540 

$311,900 $80,150 $120,920 
Liabilities and Stockholders' Equity 

ACCOUNTS! PAY Able: . ake setae eee eran $ 16,900 $26,850 $ 17,420 
Capital stock: 

CoseX—=ab 000ishares 5. ots eee 250,000 

Co: Y——75, 000ishares naan. oe ee ae 50,000 

ComeZ—1 0000 shares sae eee 100, 000 
Paid-inrsurplus!s sees 4c, eee nae sacle esate ee 25 , 000 5,000 
Retained earnings—deficit*.............. 20,000 i, Z00* 3,500 

$311,900 $80,150 $120,920 


Problem 17-9. Companies A, B, C, and D are subsidiaries of Company P. 
Certain information regarding the parent company and each subsidiary is pre- 
sented below. 


Per Retained 
Subsidi- Cent Date Cost of Capital Earningsat Retained Earnings 
ary Owned Acquired Investment Stock Acquisition 12/31/59 12/31/61 
ANY: 90% 12/31/57 $ 75,000 $ 60,000 $20,000 $28,000 $25,000 
Breer 80 12/31/58 115,000 100,000 40,000 45,000 52,000 
Cre 100 12/31/59 225,000 200,000 25,000 25,000 33,500 
Dr 75 12/31/60 65,000 120,000 30,000* 20,000* 10,000* 
* Deficit 
Company P 
Date Retained Earnings 
27 B/D bikie tag Bs cotucn Stagione ee vane Tee, Sara ec $10,000 
1H WAS, oem eee earn eS ata Ge ee EP OEE 8 ae 15, 000* 
TORT AG ce Ag a eee ae ee ane see 5,000 
P25 WOO an spcsgs unc oaincx orcad bli xn ae RNCM RTT oR 20,000 
TAPS We) Dil excreas asics cileotas coe SiMe a wr PS RLS on RE te 35,000 
* Deficit. 


Prepare a schedule showing the computation of consolidated retained earnings 
as of December 31, 1959 and 1961. 


Problem 17-10. Company P was organized on August 31, 1961, with $800,000 
of capital stock, all of which was issued for cash at par. Company P immediately 
organized Company A and transferred $300,000 cash in exchange for all of the 
3,000 authorized shares. Company P also made the following stock purchases for 
cash as of August 31, 1961: 


1,400 shares of Company B stock for $150 per share; 
1,950 shares of Company C stock for $110 per share. 


Data from the accounts of Companies B and C, as of August 31, 1961, are 
presented on the opposite page. 
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Notestpaya lems. green son no osn cca 


Capital stock—$100 par value................ 


Retained Carnin tse ere eee aes oes on ee 
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Company B Company C 


.. $50,000 $ 5,000 
; 60,000 95,000 
.. 100,000 100,000 
$210,000 $200,000 
.. $ 10,000 
. 160,000 $200,000 
y 40,000 
$210,000 $200,000 


Prepare consolidated balance sheet working papers. 


Problem 17-11. Prepare a schedule showing the amounts that would appear 
in the consolidated balance sheet for the following items: 


Excess of cost over book value—Goodwill 
Minority interest 
Consolidated retained earnings 


Company P 


Company S 


Investment in Retained Capital Retained 
Company S_- Earnings 


Stock Earnings 


Per cent owned—90% 


Case A—at acquisition.............. $175,000 
Wage, B—end Of Liyear in... 5 cee. ner 175,000 
Case C—end of 2 years.............. 175,000 
Gages) —end Of. 3: years. .c.<.cuie. ©: ss 175,000 
Case E—end of 4 years.............. 175,000 
Per cent owned—80% 

Case F—at acquisition.............. 190, 000 
Case G—end of 1 year..... 2. .5.0-25. 190, 000 
Case H—end of 2 years............. 190, 000 


At end of 3rd year, Co. P acquires an 
additional 10% of stock of Co. S. 


Per cent owned—90% 


Case I—end of 3 years.............. 220, 000 
Case J—end of 4 years.............. 220,000 


$ 30,000 
20,000 
25,000 
35,000 
50,000 


100, 000 
110,000 
90,000 


100,000 
130, 000 


Problem 17-12. Balance sheet data for a parent and 


presented below. 
Balance Sheet Data 
December 31, 1961 


(CPST a, 0 oR ROI Ee ee 
INECOUNtSTECCIVADIG. Goa. einer see es ee 
Inventorvier- cies oct Ge eee Gears as 
Investment in stock of Sterling Company..... 
Hie Gtacse tee OGr i csc ace mene rare crete fe spies 


INCCOUN tS PAY ADIC yer iee eles oieteke aos Ne 
GaitalistockMeew america ter eer brant si) oo 
2tea vo tie S,0 Hf 0) REVI ba occ. ot5, €. ost2-6i oscyout'0. EO een enO RSC 
Retaineducarnmin Suey ermine aes) oe 2 cl 


Rete 130, 000 
$316, 000 


Golden 
Company 


$150, 000 
150,000 
150,000 
150,000 
150,000 


200, 000 
200, 000 
200, 000 


200, 000 
200, 000 


$40, 000 
43,000 
50,000 
60, 000 
45,000 


20,000 
50,000 
40,000 


80,000 
90,000 


its subsidiary are 


Sterling 
Company 


See $ 9,000 
28, 000 
eke 40,000 
109, 


000 


$ 3,000 
12,000 
36, 000 


110,000 


$161,000 


ssa seas $ 21 


eae 95 , 000 


, 000 
200 , 000 


$ 9,000 
100 , 000 


10,000 


42,000 


$316,000 


$161, 000 
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Sterling Company was organized on August 1, 1958. Its authorized stock con- 
sisted of 10,000 shares with a stated value of $10 per share. All of the authorized 
shares were subscribed for and issued at $11 per share. 

One of the original subscribers was Golden Company. It acquired 7,000 shares 
when Sterling Company was organized. On June 30, 1960, when the retained earn- 
ings of Sterling Company amounted to $33,000, Golden Company purchased an 
additional 2,000 shares from other original subscribers. The company paid $16 
per share for the additional shares. 

Among the accounts payable of Sterling Company is $4,000 owed to Golden 
Company. Prepare consolidated balance sheet working papers as of December 
31, 1961. 


Assignment Material for Chapter 18 


Questions 


Question 18-1. Give a description of the operation of the cost basis of 
accounting for an investment in a subsidiary. 


Question 18-2. Give a general appraisal of the cost method of accounting 
for investments in subsidiaries. 


Question 18-3. Are dividends received by the parent from a subsidiary 
shown in the consolidated income statement? Explain. 


Question 18-4. Does the consolidated statement of retained earnings show 
only the dividends declared by the parent, or the aggregate dividends declared 
by the parent and its subsidiaries? 


Question 18-5. Why is it convenient to divide the subsidiary’s retained 
earnings between the amount at acquisition and the subsequent increase? 

Question 18-6. Describe how to compute the minority interest in deter- 
mining consolidated net income. 


Question 18-7. Give two examples of intercompany eliminations that might 
appear in the Income Statement section only of the consolidated working papers. 


Question 18-8. Describe the elimination procedure when a subsidiary has 
discounted some of its customers’ notes with the parent company and the notes 
have not matured. 


Problems 


Problem 18-1. The trial balances of a parent company and its wholly-owned 
subsidiary are presented below. The parent-subsidiary relationship has existed 
for one year only. Prepare consolidated working papers. 


Trial Balances 
December 31, 1961 


Primary Secondary 
Company Company 


Debits 
Geshe... ee Nee ck te ea eect tes 111,000 60,000 
INCCOUMTATTECELVADIC sue 4 een aie Ae os 87,000 39,000 
MTEC CM GON cc ae one seem a aaa esate 180,000 135,000 
Investment in stock of Secondary Company (100%) 210,000 
1 Dials Gin we tLe Ce a oto one eau enone cera 18,000 9,000 
IBUTCIASCS hatte oct ea RR ce arcane cs eee 402,000 219,000 
UN PICIISCS eyo eee Ame ee rae, aoe eer Oo Pa an oe 93,000 54,000 
1,101,000 516,000 
Credits a ee See 
INCCOULLS DAY A DIG mente ee ccay sage 57,000 30,000 
Capitalstockemarcrenee mrt screen re 300,000 150,000 
RetAineglcariin’ senha e ne ocr ye ve 150,000 60,000 
SaICge Mn, er rp tet a cae on Ge eave aces 585,000 276,000 
Dividend tromestbsidiarytee yea se ea 9,000 
1,101,000 516,000 
Inventory—December 31, 1961.......-++++++++- $ 120,000 $144,000 
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Problem 18-2. Several years ago Par Company acquired all of the stock of 
Standard Company at its book value. The parent company uses the cost basis in 
accounting for its investment in Standard Company. 

The June 30, 1961 trial balances are presented below. The accounts therein 
include intercompany receivables and payables of $3,550. 


Trial Balances 
June 30, 1961 


Par Company Standard Company 


Cashes.) 2a AY SEN see 18, 250 11,000 
Accounts receivable.............. 18,750 21,250 
Inventory—June 30, 1960......... 20,000 24,000 
Investment in Standard Company . 35, 000 
Accounts payabletey. ore rnee sas: 8,500 6,750 
Capitallistoclkonec mas ace eae ieee 50,000 25,000 
Retainedsearning soe see atte nee 28,500 17,500 
DivadendSmcren teeter eae 3,000 2,000 
Salés AO IS Se, A 2 107 , 000 66, 500 
Purchasesaty teeanpoedsn shee 82,500 46 , 000 
IX DGMSES. te ee-)) ae eae apenas 18,500 11,500 
Dividends from subsidiary........ 2,000 

196,000 196,000 115,750 115,750 
Inventory—June 30, 1961......... $ 21,000 $ 19,500 

Required: 


Consolidated working papers. 
Consolidated income statement. 


Problem 18-3. The trial balances of a parent and its 90%-owned subsidiary 
are presented below. The investment was acquired at book value. 


Trial Balances 
June 30, 1961 


King Lower 


Debits Company Company 
CORRE eect ans Coretta Chin IO oan hae eee ne eee 37,000 22,000 
ACCOUNTS LECOLVADL Ge. aaqerin eter aam erect eetee Rees 24,000 42,400 
INAV ENGEStO" PERU 2. Gakabi sin tcaneeines eee reer 20,000 
Inventory: Seiaeptancds. seni cee ae, ote ws ohn ecole sen eere 36,000 43, 300 
Investment in Lower Company (90%)............. 85,500 
Dividends saat. aera vai uagicrc neh ee eater ie eee 9,600 5,250 
PUITCHAAOS 2. nsare. eb ge sak os lo ont nog are Ra I me I ene 220,000 137,500 
J D-ganslitst- Pe CREE era ce CR ay ee eed 105,000 89 , 800 
517,100 _ 360,250 
Credits 
Accounts’ payable tis. tion wii comes aatennt aisvelccerin eet 32,370 8, 250 
Advances! iron Subsidiary eneee eens aeisinirae ine 20,000 
Retained earningss(deficit®).... / nc. sam ay eon cee 10,000* 45,000 
Capithli stocks, cet as. scons ee ieee re ene SRE 120,000 75,000 
Sales, including intercompany sales of $40,000....... 350,000 232,000 
Dividends !fromuycn DSidiary aaseenneenn ce tence ane 4,725 


517,100 360,250 


Additional information: 
Inventory June .30) LOG 1 eee ene $ 37,700 $ 42,900 
The advances are noninterest-bearing. 
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Required: 


Consolidated working papers. 
Consolidated statement of retained earnings for the year ended June 30, 1961. 


Problem 18-4, Pam Company purchased an 80% interest in the stock of 
Southdale Company for $56,000 when the latter company’s stockholders’ equity 
amounted to $70,000. The trial balances of the companies are presented below. 


Trial Balances 
December 31, 1961 


Pam Company _ Southdale Company 


CCS In as a Reg A eo cee at prea 41,000 17,500 
Accounts receivable—net........ 38,720 19,420 
Notes receivable... .25:.c.....<. 13,000 3,000 
Notes receivable discounted...... 3,000 
Inventory—December 31, 1960... 51,200 47,430 
Investment in stock of Southdale 
Company (S00%))) wien eee se 56 , 000 

IBEX COMABSE LSS Sects. ABR atge oo. ware 83 , 500 60, 000 
Accumulated depreciation........ 35,700 20,000 
ACCOUNTS Payable. a aade pallet 63,300 29,460 
CAH AU SCOGIC eRe es dct hae hee 100,000 60,000 
Retained earnings............... 56,970 25,990 
Divadendsie vee. Sed ae. ges c 7,500 6,000 
Salegmpret Wanee. cic o MOA yne ae 310,000 200,000 
IRurchasese: fs 20s ee eee 207,810 123 , 400 
Dellngrexpenses eee ci oe 40 , 340 33, 230 
Administrative expenses......... 32,170 28,470 
Interest :ealnedio<t..-.nete aoe 470 
Dividend from subsidiary........ 4,800 

571,240 571,240 338,450 338,450 
Inventory—December 31, 1961... $ 50,810 $ 48,120 


Pursuant to an agreement between the companies, all notes receivable acquired 
by the subsidiary company are transferred immediately at face value to the 
parent company. 

During 1961, the sales of Southdale Company included $30,000 of sales to Pam 
Company. 


Required: 


(a) Consolidated working papers. 
(b) Consolidated balance sheet. 


Problem 18-5. This is a continuation of Problem 18-4. The agreement 
between the companies concerning the discounting of notes has continued during 
1962. The intercompany sales during 1962 amounted to $33,000. On October 1, 
1962, Southdale borrowed $10,000 from Pam Company on a 6% note due in one 
year with interest payable April 1, 1963 and at maturity. 

The trial balance is on page 710. 
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Trial Balances 
December 31, 1962 


Pam Company Southdale Company 


OFC eRe cated Some sists dows 43,470 24,150 
Accounts receivable—net......... 39,500 20,660 
Notes receivable: 

Trade namkek tem eee Nene eee 15,000 5,000 

Southdale Company........... 10,000 
Notes receivable discounted...... 5,000 
Accrued interest receivable....... 150 
Inventory—December 31, 1961... 50,810 48,120 
Investment in stock of Southdale 

Companya(G0S)) pence renee 56,000 
Bixed assets ss tetyics, ceo 93,500 65,000 
Accumulated depreciation........ 43 , 800 26, 000 
Accounts payable............... 48,320 16,160 
Notes payable—Pam Company... 10,000 
Accrued interest payable......... 150 
Capital stock e-. pee eee oe 100,000 60,000 
Retainedearnings).-nn nae 84,030 35,580 
Dividends: 6... tt ee eee ae 10,000 6,000 
Salesh a. te sou eect ee eee aie 334,000 222,000 
Purchases... src eee 215,440 138,000 
Selling*expenses eens cee 48,430 36,700 
Administrative expenses......... 33, 330 31,110 
Interest iexpense wan. sean eee 150 
Interest earned eyiieraa. oan eee 680 
Dividend from subsidiary........ 4,800 

615,630 615,630 374,890 374,890 

Inventory—December 31, 1962... $ 48,200 $ 45,450 


Prepare consolidated working papers. 


Problem 18-6. Company A organized its two subsidiaries, paying in all of 
the starting capital of the two companies. Trial balance data for the parent and 
the subsidiaries are presented below. 


Trial Balance Data 
April 30, 1961 


Company 
Debits A B C 

LOIS ao MER ES CROP RG nee oS IT Gree icra 19,000 12,000 30,000 
IAGvances) tor). kyoto naa tabaci trae 1,000 
Notes receivable—B............0...0..... 5,000 
Inventory—April 30, 1960................ 40,000 25,000 28,000 
Investment in subsidiaries (100%): 

Company ji wee eran}: Mee ed 50,000 

Compariyy Canmore set BOOT. of 75,000 
Otherasse tes coniiisc cece tae ee 21,000 24,000 54,000 
Purchasesivtiacs ipherandinaete een eee 300,000 225,000 270,000 
Operatingvexpensesice nmr ane 80,000 75,000 60,000 
Interest:expenses .. i4:0:.1. stituents 75 
Dividends. ooo ioia ws sutehsc tote ee 10,000 6,000 


600,000 362,075 448,000 
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Trial Balance Data (Concluded) 
April 30, 1961 


Company 

Credits A B C 
ACV anc esarommn sso ee eet) cee. UE ; 1,000 
INotestpayable——A fet) che, OO BT 5,000 
Notes receivable discounted............. a0 5,000 
Accrued interest payable.........:........ 75 
Common Stook—-no Pakiictei. SAME NE. .. 1s 100,000 40,000 60,000 
Paid-in BUTI Us a. eee eae eeetee ee A 10,000 10,000 15,000 
Refatined.eatmangs. mas 26 ance. eo. 79,000 7,000 22,000 
SIDS 5 cca ee Ree Reel hee ee 400,000 300,000 350,000 


ean Aa att nor 6,000 
600,000 362,075 448,000 


Additional information: 


inventory April. sO;rlOGIS ini aclat eras: $ 38,000 $ 23,000 $ 30,000 
Intercompany sales: 

FASLOY mee tas Metre epee oe oer eae ped $ 10,000 

PARC OR Orne sts eee ne ee Me ce Ra ne ers ae ees 5,000 

Bp LOR Cn are cams: .../, eee eer Net ee ee 7,000 


Prepare consolidated working papers. 


Problem 18-7. Selected information taken from the accounts of a parent 
company and its subsidiary as of June 30, 1961, the close of the fiscal year of the 
companies, is presented below. The interest in the subsidiary was acquired on 
June 30, 1958, when the subsidiary was organized. 


Parent Subsidiary 
Company Company 


Retained earnings—beginning of current year....... $136,000 $ 82,000 
Investment in subsidiary company—at cost (90%). . 90 , 000 
Sales, including $15,000 of sales by subsidiary to 

[ORAS OER os og de cud Cheeta RRC Cer On One cee 300,000 210,000 
Miscellaneous income, including interest anddividends 30,000 11,000 
Og OMEOOUSTSOLG enn mratavrta rete ec ere rics: 200,000 125,000 
Expenses) mcluding Interest. . 2. 0.5.5.5. 8-5... 6- 80, 000 70, 000 
Wividendsrdeclared and paid... .2. 220s. vada ass snes: 20,000 10,000 
5% bonds payable—issued at par................. 100,000 
Investment in bonds of subsidiary—purchased at par 

plus accrued interest on August 11, 1959......... 25,000 


Determine the following: 


Consolidated net income for the year ended June 30, 1961. 
Consolidated retained earnings as of June 30, 1961. 


Problem 18-8. The unconsolidated balance sheets and income statements of 
a parent company and its 90%-owned subsidiary are presented on page 712 in 
columnar form. The interest in the subsidiary was purchased for $4,000 above 
the book value of the stock. 

During the year ended July 31, 1961, National Company declared and paid a 
cash dividend equal to 7% of its outstanding stock. 
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Income Statements 
For the Year Ended July 31, 1961 


National Company State Company 


Saless. .cuce eee a eee $500 , 000 $400 , 000 
Deduct cost of goods sold: 

Inventory—July 31, 1960...... $ 40,000 $ 32,000 

Puirchases:, <.os2es ones Aces 380 , 000 300, 000 

OES EN OR es cow $420 , 000 $332 , 000 

Deduct inventory—July 31,1961 30,000 390,000 25,000 307,000 
Gross profit on sales............. $110,000 $ 93,000 
Operating expenses.............. 90 , 000 82,000 
Net operating income........... $ 20,000 $ 11,000 
Add: 

Interest earned on bonds....... 1,200 

Dividends from subsidiary.... . 4,500 
Deduct bond interest expense... . jiee 3,000 
NGtan COME syed en Gc rele $ 25,700 $ 8,000 


Balance Sheets 
July 31, 1961 


Assets National Company State Company 
Cas lie sor totes ee eR eee ee $ 18,410 $ 12,540 
Accrued bond interest receivable. . 200 
INVEDUOLY: sca tee eee ee oe 30,000 25, 000 
Investment in bonds of State Com- 
DANY —— at Wal a ee eee 20, 000 
Investment in stock of State Com- 
Pay aC Os vem ene eee 112,000 
Othéeriassets Seren setae eee 96 , 000 165,760 
$276,610 $203 , 300 
Liabilities and Stockholders’ Equity 
Accounts payable............... $ 13,610 $ 7,800 
Accrued bond interest payable.... - 500 
Bonds payable—6%—J.&D...... 50,000 
Capitalistockaey cern a. cce ae een er $200, 000 $100, 000 
Retained earnings............... 63,000 263,000 45,000 145,000 
$276,610 $203 , 300 
Required: 


(a) Consolidated working papers. 
(b) Consolidated statement of retained earnings for the year ended July 31, 
1961. 


Problem 18-9. Several years ago Pollmar Company purchased 8,000 shares 
of stock in Saturn Company for $18 per share. This price was $2 per share above 
book value. The investment is carried at cost. 

The balance sheets of the companies at the close of the preceding fiscal year 
showed the following information under the Stockholders’ Equity caption. 


July 31, 1960 
Stockholders’ equity—Pollmar Company: 


Common stock—20,000 shares at $25 par value.............. $500 , 000 
Retained earnings....... .alamin(gayiaietins SAP. es ae ee 217,417 
Total 


WE aan a Ger ata COON Cio s dod 6 85 $717,417 
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Stockholders’ equity—Saturn Company: 


Common stock—10,000 shares of $10 stated value........... $100, 000 
Retained CamemmCe cia... ... ket 8. o 97,500 
MOS so oO ae $197,500 


The net income of each company from its operations during the year ended 
July 31, 1961, is set forth below: 


Rollmare Cam pany, «: . HS ihe As os ae oss aS RE lee $ 37,313 
SAiniGomenany >... MMMM ahs oc plc cay VS Soon vcd ea cae 22,220 


During the year ended July 31, 1961, each company declared and paid a 5% 
cash dividend. 

Prepare the consolidated statement of retained earnings for the year ended 
July 31, 1961. 


Problem 18-10. In 1957, Pittsburgh Corporation organized a wholly-owned 
subsidiary, Smooth Corporation. The corporation uses the cost basis in accounting 
for its investment in the subsidiary. The consolidated statement of retained 
earnings submitted below has been properly prepared. 


PITTSBURGH CORPORATION AND SUBSIDIARY 


Consolidated Statement of Retained Earnings 
For the Year Ended March 31, 1961 


Retamed earnings —Marehidl> 1960)... . <<. asecsesateae sss ee $317,000 
ING UREFCOMMGS no. A ee Ct I. 5. 5. ok Ree eae 84,600 
MIG Les cae reve oa SLAs 3: AAP HS ec Slice a A $401, 600 
Weduct dividends. creas anc coer: 5 oo eee 36,300 
Retainedvearnmes——Marehi sls VOGL. 5 ete «6s seas rte a eee eee $365 , 300 


The unconsolidated balance sheet of Pittsburgh Corporation, as of March 31, 
1961, reports the retained earnings as of that date as $311,300. You may assume 
that the dividends declared by each corporation during the year ended March 31, 
1961, amounted to 50% of their unconsolidated net income. During the current 
year there were intercompany sales of $17,000. 

Prepare the unconsolidated statements of retained earnings for the corporations 
for the year ended March 31, 1961. 


Problem 18-11. Sun Company paid $5,000 above book value when it pur- 
chased its 80% interest in Moon Company. The investment in the subsidiary is 
carried at cost. 

The trial balances at the current year end are on page 714. 


The inventory of Moon Company does not include a shipment in transit of 
$1,000, recorded and shipped by Sun Company on June 29, 1960. Moon 
Company has informed the parent company that it will handle the item as 
a July purchase. This invoice is the only unsettled intercompany billing. 

According to an agreement between the companies, Moon Company immedi- 
ately discounts all notes received with Sun Company. It is the practice of 
Sun Company to rediscount half of such notes. 

The bonds of Sun Company held by the subsidiary were purchased at par from 
investors on October 1, 1959. The bonds were issued in 1955. 

Intercompany sales by Sun Company to Moon Company—$12,000. 


After analyzing the trial balances to determine the necessity for working paper 
adjustments, prepare consolidated working papers. Also submit the consolidated 
income statement for the year ended June 30, 1960. 
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Trial Balances 
June 30, 1960 


Sun Company 


Moon Company 


Cashiesteare 2 o's cana neo tte eee ee 6,975 4,750 
Accounts recelvablen-sa-pendan anne nee 29,400 18,700 
Noteserecetvablessere -ccnaenie = eee 10,000 10 ,000 
Notes receivable discounted................ 5,000 10,000 
Accrued interest receivable................. 100 
IN VODtOPY: «tere vee tes ean ace ee 30, 000 20,000 
Investment in bonds of Sun Company—par. . 25,000 
Investment in subsidiary (80%)............ 93,000 
Other"assets s.r ck ea eee ee 140,000 87,000 
Accounts payables, meas) eae tere 7,500 6, 200 
Accrued interest payable................... 750 
Dividendsi pay ablesee a erie eee see nee 5,000 
Bonds payable—6 %—par—A.&O........... 50,000 
Capitallstock Ser te atee tooo mee en ee ee 150, 000 100, 000 
Retainediearmings 2 ee ee oe oe 94,000 46 ,000 
Dividerids 2.5...) a. = es ee ee 7,500 10,000 
Salegii. sce: cacaita gates ake mean eae ica ee ee ee 300,000 250,000 
Purchasess \aueis a1 cles oe Rc eee ee 210,000 172,000 
Rent @xpense:nacwie oe crs cue eee eae 2,400 1,800 
Salariesiand ‘commissions#e- see 50,000 44,000 
NGVGRLISIN Pom aap a 2 tio Narco Sy oe ee 2,100 1,700 
Officesexpensenes 20 Sean re eae so 27,000 23 , 000 
Interestiearned asad oe ee ee oe 225 750 
Dividendiincomensarsn me ate eee. cm 4,000 
Bondunterestiexpense= =... - sane 2 ee 3,000 
611,475 611,475 417,950 417,950 
Inventory—June 30, 1960................ $ 31,000 $ 24,000 


Problem 18-12. This is a continuation of Problem 18-11. 
to consult the preceding problem for background information. 
The trial balances for June 30, 1961 are presented below. 


Trial Balances 
June 30, 1961 


Sun Company 


It will be helpful 


Moon Company 


Cash ir ccccnctaeer oicinen Ate mC Phin ener rs 20, 165 
ING GOUIM CALNE s anesoconcaeveboucnocur 27,000 
Notesiréceivablescc oan. ut cami oie 8,000 
Notes receivable discounted................ 

Accrued interest receivable................. 110 
Inventory... eiteh tim: 3h Sas orate hess 31,000 
Investment in bonds of Sun Company—par. . 

Investment in subsidiary (80%)............ 93 , 000 
Other ASSOtE fr. ccs cae cna Oe guc eecuthe ae ene ened has 150,000 


ACCOUNTS DAY aDLES. cau te cane eee 
Accrued interest payable................... 
Bonds payable—6 %—par—A.&O........... 
Capital stock: <#its. 25 fren ie oe ee een es 


Retained earningsr. «nares enetie teen nae ten 
Dividends. sa0. Ponoko ak Me ne reer 7,500 
Bales eet ev i Pa on slates, eet Lae, See eR eR ME Oe 
Purchases? si. 5 ooh Peart ce fa oye eee 215 , 000 


4,000 


14,000 
750 

50, 000 
150, 000 
97 ,225 


310,000 


10, 150 
19,000 
8, 000 
8, 000 
24,000 
25,000 
92,000 
11,000 
100, 000 
48,250 
10,000 
275,000 
180, 000 
1,800 
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Trial Balances (Concluded) 
June 30, 1961 


Sun Company Moon Company 


Salaries and commissions.................. 51,000 48,000 

PAC VGTCISEN CAN. Sree. 3g, we ora So 2,100 1,800 
Officejexpense=- wit: Ys seu eras ale ee eee 28,000 24,000 

imberest earned 24ers fuse cas. = aa eee 300 1,500 
DividengrncoMe ww. sc. ae wae cae 12,000 

Bondtinterest expense ..20e.sc. eee 3,000 


638,275 638,275 443,750 443,750 


Additional information: 


Inventory—June 30, 1961.......04..0.0.0 $ 33,000 $ 22,000 
There were no shipments in transit as of June 30, 1961. 

The agreement concerning the discounting of notes is still in effect. 

There has been no change in the investment in the bonds of Sun Company. 
Intercompany sales by Sun Company to Moon Company—$15,000. 


Prepare consolidated working papers. 


Assignment Material for Chapter 19 


Questions 


Question 19-1. Give a description of the operation of the equity method 
of accounting for an investment in a subsidiary. 


Question 19-2. Give a general appraisal of the equity method of accounting 
for investments in subsidiaries. 


Question 19-3. From the point of view of nonconsolidated statements, which 
method of accounting for investments in subsidiaries is preferred? Why? 


Question 19-4. When the cost method is used, eliminations are made on the 
basis of the book value of the subsidiary’s stock at the date of acquisition. What 
is the basis used for eliminations when the equity method is used? 


Question 19-5. Enumerate the differences, if any, in the form and content 
of consolidated financial statements if the parent company uses the equity 
method of accounting for its investment in subsidiaries in place of the cost method. 


Question 19-6. Describe an acceptable method of accounting for declared 
dividends unpaid at date of acquisition of an interest in a subsidiary company. 


Question 19-7. What recognition should be given in the parent’s accounts 
to a decrease in subsidiary net assets since acquisition if the parent uses the cost 
method of accounting? 


Question 19-8. Under what circumstances might a purchase of a controlling 
interest in a subsidiary result in an immediate gain or loss? 


Question 19-9. Is the amount shown for consolidated retained earnings 
reduced when a subsidiary capitalizes a portion of its retained earnings? 


Question 19-10. How should a parent company account for the receipt of a 
common-on-common stock dividend from its subsidiary? In your answer, cover 
the case in which the parent uses the cost method and the case in which the parent 
uses the equity method. 


Problems 


Problem 19-1. The trial balances of a parent company and its subsidiary 
are presented below. The parent-subsidiary relationship has existed for one 
year only. 


Trial Balances 
June 30, 1961 


Senior Junior 

Debits Company Company 
Cash «dace nti peta tele en te ee ee ie eee ee 103,000 52,000 
Accounts receivable; inc semeseer a ere ae ee ee 95,000 47,000 
Inventory oii. ho isesey bags tape ee Mie acy coeton courier ane 170,000 125,000 
Investment in Junior Company (100%)........... 213,000 
IDIVIAENA 5:5. ceca Gal eden eee ane 18,000 9,000 
Purchases; “its. 3, 20h. ee eee ee 400,000 217,000 
EXPOnses «6:4 seas Mie dies ee ee 95,000 56,000 


1,094,000 506,000 
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Credits 

Accounts POR Ce Ce NRCG! o 6 oo 48,000 20,000 

Capital BLOCK 6 oo iliey oi, aan, og et 300,000 150,000 

Retamediearnings |." 2+... aoe ae eee 150,000 60,000 

Sales RS eee A Ar eS oon oo 66. 18 WOE 584,000 276,000 

Subsidiarysincome<) 2%, . Welcc. . ue eee 12,000 
1,094,000 506,000 

inventory——June 304961" <7 4 san eee $ 110,000 $134,000 


Required: 
Consolidated working papers. 


Problem 19-2. The trial balances of a parent and its 80%-owned subsidiary 
are presented below. The investment was acquired at book value and the equity 
method of accounting is used by the parent company. 


Trial Balances 
March 31, 1961 


Federal Company Local Company 


Wash ere ere ov eee Se 31,000 22,750 
Accounts receivable............... 24,000 32,400 
Advances to subsidiary............ 10,000 

PDVEN TORY Hee etch. i ee oe 26, 000 33, 300 
Investment in Local Company (80%) 95,840 

Othermassetssore 2 cccthee mio we Ob 60,000 50,000 
INCCOUNTS PAY ADIO LT cn cole ele elec 27, 460 8,250 
Advances from parent............. 10,000 
Cap ieallstoc ketene 3. ae -y> servos tere: 200 , 000 75 , 000 
RetaNneqiealmin gs. or eee. Faye cis 4,940 45,000 
Wordends. 2 kd et 14,000 4,500 

Saleatmpe tunnr ade ever e & acme ngicaags fe 350, 000 232,000 
Purchases. fats one a noe 220 , 000 137,500 

LOS ¢ofsnveGisees 5 Sa thg Bee: Oe Cain Oe tole 5 105 , 000 89 , 800 
BUDSICIaryeINCOMCG 1.4025 eee 3,440 


585,840 585,840 370,250 370,250 


Inventory— March 31, 1961........ $ 27,700 $ 32,900 
The advances are noninterest-bearing. Intereompany sales were $35,000. 
Required: Consolidated working papers; consolidated income statement. 


Problem 19-3. Company H acquired controlling interests in the stocks of 
three subsidiaries as of January 1, 1961. Certain data with respect to the four 
companies are presented below: 


Subsidiaries 
Company H Company J Company J Company K 
Par value of stock outstanding.. $100,000 $ 75,000 $50,000 $50, 000 
Per cent of subsidiary stock 


owned by Company H...... 95% 90% 85% 
Retained earnings, January 1, 

TO GW hoe araeee 8 COO AT Deere SC 60, 000 30, 000 40,000 25,000 
Cost to Company H of stock 

SCO hen ce tues 100, 000 85, 000 65,000 
Net income (loss*) during 1961. 20,000 5, 000* 10,000 


Dividends paid during 1961.... 10,000 5,000 3,000 15,000 
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The parent company does not conduct any operations, and has no income (other 
than from its investments) and no expenses. 
Make entries as they should appear on the books of Company H to record: 


The stock acquisitions. 
Its interests in the subsidiaries’ net income, or loss, and dividends, using the 
equity method of accounting. 


Also compute the amounts which should appear in a consolidated balance 
sheet on December 31, 1961 for minority interests, excess of cost over book 
value (Goodwill), and retained earnings. 


Problem 19-4. The following data are submitted relative to Company A and 
its subsidiaries, whose stocks were acquired as of January 1, 1961: 


Company A Company X Company Y Company Z 
Par value of stock outstanding. $500,000 $50, 000 $ 75,000 $100,000 
Portion of stock owned by Com- 


Dar tA. eee, es 95% 90% 85% 
Retained earnings (deficit*), 

January, AOC aes see ns 180,000 30,000 45,000 10,000* 
Cost to Company A of stock 

ACWITEd ine myer eee enccaes ce 76,000 110,000 78,000 
Net income from own operations 

during OGL ceased rae 45,000 16,000 5,000 12,000 
Dividends paid during 1961... . 30,000 3,000 4,500 


You may assume that the equity method is being used. 

Prepare in journal-entry form the eliminations that would be made in the 
consolidated working papers for 1961 to eliminate the investment in subsidiary 
accounts. Also determine the consolidated retained earnings as of December 31, 
1961. 


Problem 19-5. Mountain Company and its subsidiary prepared the following 


statements: 
Income Statements 
For the Year Ended December 31, 1961 
Mountain Valley 
Company Company 
Sales, BP ee eR ee ee $700,000 $501,000 
Deduct cost of goods sold: 
Inventory—December 31, 1960.................. $ 72,000 $ 60,000 
IPUTCBESCR enc arac ac 0) cae in earrnge eae rc ace 435,000 321,000 
TLotalic te stee cress tugy ctarct ch epee at are eT Oe eae $507,000 $381,000 
Inventory—December 31, 1961.................. 60,000 76,000 
Cost of;goods'soldvesannvns. 1h emer tees aa. $447,000 $305,000 
Gross profitrontsales/.tani nee ke Gece ea. ee $253,000 $196,000 
Expenses: 
Selling expenses 1. dear: canteen) ee SORE ear eres $ 83,600 $ 71,900 | 
General expenses... then retin gee cee 114,000 95,800 
Total expenses’. acs an ieee ere oe eee $197,600 $167,700 
Netuncome;fromyOperaplonseeei een eae eae $ 55,400 $ 28,300 
Subsidiary income—Valley Company............... 24,904 


Net Income. i .).\ca SRR esas arn ane cs ere ee $ 80,304 $ 28,300 
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Statements of Retained Earnings 


For the Year Ended December 31, 1961 


Balances—December 31, 1960 
Net income 


Balance Sheets 
December 31, 1961 


Assets 


INCCOUBILSATC CELL Gro rpcact) he a ree es yk bau ae hoon 
Wallevya@ompanyncs ra.e ck a. ce exe oe eee 
AR CINCOL Yaar ears etl hy 8k lege ach heeoe soe cakes ee 
Land and buildings—less depreciation.............. 
Machinery and equipment—less depreciation........ 
Investment miValley: Company)... 16. 205 acess Su 


Liabilities and Stockholders’ Equity 
NG COUNS: PAV AD] CR eine fis Marsan cok adits) cee eee Eee 
IMGuIbAINEC OMAN Y. -. cee eee eerie Cele 
Cai talestockwt ee, wee tie oe th. War dat ohne 
IREtRIDCORCATIIN Gaeta rola «fe Skoye bic rrct tebe eon MepPee aaG 


Intercompany sales during the year—$60,000. 


Mountain Valley 
Company Company 
$117,500 $ 62,300 
80,304 28,300 
$197,804 $ 90,600 
50,000 10,000 
$147,804 $ 80,600 
Mountain Valley 
Company Company 
$ 42,150 $ 29,300 
231,000 34,000 
7,500 
60,000 76,000 
155,000 
111,000 125,700 
203 , 604 
$810,254 $265,000 
$162,450 $ 54,900 
4,500 
500,000 125,000 
147 , 804 80,600 
$810,254 $265,000 
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Cash in the amount of $3,000 was in transit from Valley Company to Mountain 


Company. 
Prepare consolidated working papers. 


Problem 19-6. For the cases below, you may assume that the parent com- 
pany has used the equity method of accounting for its investment in the sub- 
sidiary company. Using the selected data supplied in each case on the next page, 


compute the following: 


Case 
A—Consolidated net income. 


Consolidated retained earnings as of December 31, 1961. 
B—Dividends declared by subsidiary company during year. 


C—Consolidated net income. 


D—December 31, 1960 balance in the Investment in Subsidiary account. 


E—Per cent owned by parent company. 
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Case 


A B C 


D E 


Investment in subsidiary: 
December 31, 1960............. $ 90,000 $120,000 


$87 , 000 


December 31, 1961............. 82,000 131,840 $118,000 87,630 


Per cenvHowned aeeesthens teeeee ener 90% 80% 75% 


1961 net income per income state- 
ment of: 
Parent: COMpPany err tetera or 18,000 


100% 


8, 400 


Subsidiary company.........,... 32,800 $ 8,200 24,000 2,200 


Dividends declared during year by: 


Parenticompany... 4 aa rena 10,000 10,000 4,000 


Subsidiary company............ 7,500 


Retained earnings per balance sheet 
of: 
Parent company: 
December 31, 1960........... 130,000 72,000 
December 31, 1961........... 137,000 88, 000 
Subsidiary company: 
December 31, 1960........... 


7,500 1,500 


December oil 9G lee. 62,350 


Problem 19-7. The income statements of the two subsidiaries of Hub 


Company are presented below. 


Income Statements 


For the Year Ended December 31, 1961 


_ Rim Company Spoke Company 

Ot Coy Wil ae REAR Re x yee 2 $420, 000 $600, 000 
Deduct cost of goods sold: 

Inventory—December 31, 1960 $ 83,000 $107,000 

purchases. ie. arena 333 , 000 384,000 

BOGE Ais Font oh Neher cee eae $416, 000 $491, 000 

Inventory—December 31, 1961 — 66,000 350,000 91,000 400,000 
Gross profit on sales............ $ 70,000 $200, 000 
Expenses, including depreciation. 110,000 135 , 000 
Netiincome (loss)... eee $ 40,000* $ 65,000 


Hub Company does not make any purchases or sales; its only source of income 


is the subsidiaries. During 1961, the expenses of Hub Company 


$5,000. 


amounted to 


Following is a statement of the changes in the Retained Earnings accounts of 


the three companies during 1961: 


Hub Rim Spoke’ 
Company Company Company 
Balance—December 31, 1960............ $110,000 $77,000 $ 70,000 
Net income (loss*) for the year.......... 5,000* 40,000* 65 , 000 
"Total Sai. OR reel cs. 5, hore ee $105,000 $37,000 $135,000 
Dividends). «,.Ances.arway queens he eee esta 30,000 15,000 10,000 
Balance—December 31, 1961............ $ 75,000 $22,000 $125,000 


Balance sheet data as of December 31, 1961, are set forth on the following page. 
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Balance Sheets—December 31, 1961 


Hub Rim Spoke 
Assets Company Company Company 

(OLICLIS 5 co) Micha ce tng aeny, 5 ee > Dae $ 53,000 $ 35,000 $ 59,000 
Accounts receivable: 

SPER Gh eer hh ..5 NR 78,000 107,000 

Riny Company.g...s/0..n0cs see 3,000 

SpokesCompanyy «oa. ..su suns aeseac 4,000 
Notes receivable—Spoke Company...... 5,000 
nwentory tare verre ci. -ak ssc vk oe eae 66 , 000 91,000 
Investments in subsidiaries: 

Rim Company—80%................. 265,000 

Spoke Company—90%............... 310,000 
Rlantsandrequipment. <1... 01> ak nomme 142,000 213,000 
Reserve for depreciation................ 26,000*  35,000* 


$635,000 $300,000 $435,000 


Liabilities and Stockholders’ Equity 
Accounts payable: 


DD gd ca: ci an A a a $ 25,000 $ 51,000 

Eb Coumpanynsc ote one 3,000 4,000 
Notes payable: 

VEEN es 9 edo ae Gee oy cues Snel bee eee $ 60,000 

URaion, (Ozovaal ethane: | Geenate, 8 Aeiebon) aero eiers 5,000 
Capital stock—$100 par value.......... 500,000 250,000 250,000 
Retamed earings. ees. ae no) oe hee 75,000 22,000 125,000 


$635,000 $300,000 $435,000 


* Deduction. 


Hub Company has owned the stocks of its subsidiaries for several years and 
has used the equity method of accounting. The parent company has made all 
entries required by this method up to December 31, 1961, except that it has not 
recorded its shares of the net income and loss of the subsidiaries for 1961. 

All intercompany obligations are noninterest-bearing. 

Prepare consolidated working papers. 


Problem 19-8. Parent Company owns 94% of the stock of Subsidiary Com- 
pany, which it acquired on January 2, 1955, when the subsidiary’s retained 
earnings amounted to $30,000. The investment is being carried at cost. 

Condensed trial balance data are presented below. Column (a) assumes that 
the subsidiary issued a stock dividend of $25,000 par value on December 31, 1958. 
Column (b) assumes that the subsidiary issued a stock dividend of $50,000 par 
value on December 31, 1958. 


Condensed Trial Balances—December 31, 1961 


(a) (b) 
Parent Subsidiary Subsidiary 
Company Company Company 


Sundry assets tetiei.ctetpe.cuehys © amen 620,000 200,000 200,000 
Investment in subsidiary——cost......... 130,000 
Cost of sales and expenses............. 720,000 390,000 390,000 
Diva ends's. cer ee ee a AA eee ne me 50,000 

1,520,000 590,000 590,000 
SEI aa sme RARE SG ANS. Ga cto toh tS ee 800,000 400,000 400,000 
Ag DILItLOS Hen ence Mamas ia 100,000 25,000 25,000 
Capitalistoren ie SE SeeP i Iee is oe: 500,000 125,000 150,000 
Retained earnings: crete eae 120,000 40,000 15,000 


1,520,000 590,000 590,000 
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Prepare full consolidated working papers for case (a). Prepare statement of 
retained earnings and balance sheet consolidated working papers for case (b). 


Problem 19-9. Prepare consolidated working papers from the data presented 


below. 
Trial Balances 
December 31, 1961 
Master Servant 
Debits Company Company 
COS ie ieee arti, 2 ie) an PP ENS 4 SRN aA 5 Qu 1) ee 34,650 38,350 
Accounts receivable: 
Master Companye) sce eo te ao cee en ees 8,500 
TETAS Ae ae OS ec ER ARO neo ee acing Pee ee ee ea 65,000 55,000 
Notes receivable—Master Company................ 15,000 
InVentOPIGs, gaek aie beac ea eres here ee Scene he oe 68 , 000 35 , 000 
Investment in stock of Servant Company (80%)..... 93 , 200 
Furniture and fixtures—less depreciation............ 11,000 3,000 
Purchases: ate eter nites eee a eae 400,000 245,000 
TeX penses ph Nate: Oh a,c) See aes 3, a Se Retold Soa ee 75,000 56 , 000 
Dividends: 
Mastern:Compamy a Soe nee eit kere ene 12,000 
Servants Company... ccs ee ee ee eee 6,000 
758,850 461,850 
Credits Pera = 
Accounts payable: 
Servant? Companyew sorts te me 6 okt ts soca eee 8,500 
Other hott AA ar ine oe me 18,000 32,600 
Notes pay sblenie cto hota ewe cae tees 15,000 
Capital stock: 
Master Companys. ato ip ae. conte trans leben cic ree 150,000 
SetvantiCompany : Gh. 10 eligi dee cee 100,000 
Retained earnings—December 31, 1960: 
Master? Company; te cet 1o acl cease cory cc. rsa 42,550 
Servant, Compania 5h. oc eee ae 29,250 
Sales bia tries ino cette Sores cy Gash en ee 500,000 300,000 
Management fee charged to Servant Company...... 20 ,000 
Dividends from Servant Company................. 4,800 
758,850 461,850 
Inventories—December 31, 1961................... $ 71,500 $ 28,000 


Intercompany sales—$35,000. 


The investment in the subsidiary was made on December 31, 1956. The 
investment was acquired for book value. 

The T-account below summarizes the changes in the subsidiary’s retained 
earnings since December 31, 1956. 


Retained Earnings 


12/31/ove  Divadendaee aun 6,000) | 12/3/56) Balancemmhunase en 20,000 
12/31/58) UDividendh ws. ane 2,500 | 12/81/57 Netincome......... 3,000 
12/31/59" Dividends. as manent 5,000 | 12/31/58 Net income......... 1,000 
12/31/60 Dividend............ 5,000 | 12/31/59 Net income......... 9,750 

12/31/60 Net income......... 13,000 


Problem 19-10. Three cases are presented on the opposite page. Prepare 
partial consolidated working papers for each case to show the elimination of the 
investment account and how each item given would be eliminated or extended 
in the working papers. 
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Case 
A B C 

Investment in subsidiary..........<....... $112,500 $156,600 $115,000 
Dividends from subsidiary................ 4,500 6,000 
DUDSsIdiaryanCOMe sn tke ek. ak Gs en oe 8,100 
Retained earnings—beginning of year: 

MAOL CIGAR esse 552 ahah sv MO ee, ene 80,000 80,000 80,000 

Saperdiar eer tA ee oe 70,000 70,000 40,000 
Dividends: 

AREOLA MOOT AEES, o.oo uayhaksis: seer sate eR 10,000 10,000 10,000 

PUD SICIATV = toe once ean a 5,000 5,000 7,500 
Capital stock: 

[ EDI REVEL BS Cs yin ME Oe 200,000 200,000 200,000 

SUNS ICLaayae Aer. 's se cicero teks Siena "ce econ eR 100,000 100,000 150,000 


Additional information: 


Case A: 

The parent purchased its interest in the subsidiary for book value when 
the subsidiary’s stockholders’ equity amounted to $140,000. During 
the first two years after making the investment, the subsidiary lost 
$15,000 and paid no dividends. 


Case B: Concerning the subsidiary, same facts as in Case A. 


Case C: 

Parent purchased its interest in the subsidiary when the subsidiary’s stock- 
holders’ equity was composed of $100,000 of capital stock and $40,000 of 
retained earnings. Subsequently, the subsidiary capitalized a portion of its 
retained earnings. 


Problem 19-11. Highland Company acquired 80% of the capital stock of 
Midland Company on June 30, 1957, at a cost of $87,600. The condensed balance 
sheet of Midland Company as of the date of acquisition is presented below. 


MIDLAND COMPANY 
Condensed Balance Sheet 


June 30, 1957 


INR Sets Wl We etare 8 tee aw Be $123,500 Accounts payable........ $ 14,000 
Dividends payable....... 2,500 

@apitalestock i aeeerciaeee 50,000 

Retained earnings....... 57,000 

$123 , 500 $123 , 500 


As of June 30, 1959, the directors of Midland Company authorized a 100% 
stock dividend. The accountant for Highland Company considered the extra 
shares to be income, and as a consequence doubled the carrying value of the 
investment. 

The credits made to the Dividends Received account on the books of Highland 
Company, covering the period since the acquisition of its investment in the 


subsidiary, are listed below. 


Date Amount 
July, lon Woe a hs), U0 
Uy (el 9oSiecee ss 2,000 
Aft hicen ep SSS!) Cclaa inion oc 2,000 


ANKE IOs aso dlon macte 4,800 
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The June 30, 1961 trial balances of the companies are presented below. 


Trial Balances—June 30, 1961 
Highland Midland 


Debits Company Company 
Cashie ies tack oS gob ees Joes oon Dee en Jere 16,100 7,000 
Receivables 4.4. . oe Bee ee cee eee on ea ee 20,400 12,800 
Inventories—June: 30;11960. .. -ws -se5%.- eee. 40,600 22,400 
Investment in Midland Company.................. 175, 200 
Bixedtassetssmnet.o: HELE: ho ts os anc ac, eres 170, 800 96 , 300 
Purchases Ave) 8 <-. OSPR so otcac tr en ch ke eee 386,400 204,000 
i Op: q oe 11-12: Mee AI No ne ein ee Neh ie as ic eo. a0 71,200 62,200 
IDIVIGEN USER INEH es. c Ae Pe ots at lata loses hes a eenteeaeenG 10,000 6,000 
890,700 410,700 
Credits 
ACCOUDLS, DAV aADICH a treat oR Se eK acs CREO ere 28,350 10,200 
Dividends: payable sno ce eee | cee se 6,000 
Capital stocks: c.o6 «cachet Oe te areca 200,000 100,000 
Retained/earningsis.t ee oe ae ee See a ee 185 , 550 14,500 
Salest eit Les eS. MRE, Ba Ae 472,000 280,000 
Dividendsirecelved sis se ee A ee 4,800 
890,700 410,700 
Inventories—June, 30; 1961. nner aoe eee ee $ 44,800 $ 26,600 


Prepare consolidated working papers. 


Problem 19-12. At the end of 1957, when Grand Company purchased its 
95% interest in Mound Company for $268,100, the stockholders’ equity of the 
subsidiary was as follows: 


Capitalistock——t2 5s paravalUG.. 7 ere ee ee eee $250, 000 
Retaimed/ earnings. 25) cus veces ac aeons 8 ae eek a cB 30,000 


Shortly after the acquisition, a business recession developed and the subsidiary’s 
operations were adversely affected. Net losses for 1958 and 1959 amounted to 
$80,000, and the parent company wrote its investment down by 95% of that 
amount. During the recession period, the subsidiary continued to pay dividends 
at a rate of 4% per annum. 

As of January 2, 1960, the par value of the capital stock of Mound Company 
was reduced to $10 per share, and the following entry was recorded in the sub- 
sidiary’s books: 


Capitalsatock, $25 pansvealue-s. eiatans cea ornare ae 250,000 
Capitalsstock, $10) pansy alley. ease enwaeene ne iiss eee 100 , 000 
Retained earnings (to eliminate deficit)............ 70,000 
Pald=1n) SUrDIMS ha ane a ELT aie er ee 80,000 


The years 1960 and 1961 have been profitable. 

The trial balances of the two companies are on the following page. 

Intercompany sales of $36,000 were made by Mound Company. 

Grand Company charges Mound Company rent. A base charge of $400 a month 
is made, but the total annual charge is to be 4% of the gross sales for the year, 
exclusive of intercompany sales. The subsidiary has made no entry for December, 
pending the determination of the adjusted annual amount. 

The parent also charges the subsidiary a management fee of $1,000 per month. 
The subsidiary has not made the December entry. 

Prepare consolidated working papers. 
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Trial Balances 
December 31, 1961 
Grand Mound 
Debits Company Company 
OBE caer te 8 he oss oo, 7 Lae es 34,520 61,450 
Accounts receivable: 
Grand Company... 2.0) Ae 7,850 
Others eee hs. hs Se ce. UT 32,900 57,200 
Accrued bond interest receivable................... 500 
Inventories—December 31, 1960................... 75,000 60, 000 
Investment in stock of Mound Company............ 192,100 
Investment in bonds of Grand Company—at par and 
COB Gr a Se eet ec wk Qk paces ee 20,000 
hein dee eee Mees os, oreo ea 10,000 
Buildin par eee ee tein. otc os a aloes: an ce ee 90,000 
Birmiture.and fixtures... 080... . oe ee: 5, 000 3,000 
Purch asesshrs vai ee eld 2s: cypeccscad tires A: 252,600 125,000 
Lett 'd ahepeh cee ete? eA pene MCAS OA 1,160 850 
ROT) Gees rok eters ert ee pe eee ode tor. at ee 4,400 
NOV GFLISIN Gt Ate eee there atte: SE. SS ae 12,300 6,250 
Salesmen/sisalariese:. reesei ho, etn eee 18,000 12,000 
OMe salaries: -lccasthess «cia oes eek lett eee ee 3,000 
Depreciation—Buildings: 22525. 2 6. 365 ee 4,500 
Depreciation—Furniture and fixtures............... 500 300 
Management: feex Serer oa A. MatAt. eae 11,000 
Rondinterestiexpensex sme ek skins tes ee 2,500 
EVI CN OSes 3 Boner yt ee ND A ove aphorism eke 16,000 8,000 
750,080 377,800 
Credits a eae, 
Accounts payable: 
Mounds @onip an yivrcpeyor area a cierto st cer 6,450 
Oe Notas nce ks Ee bie net as cw. 21,860 7,200 
Accrued bond interest payable..................--.- 1,250 
Bonds payable Sis sete en AAR salen s 8 ee oan 50,000 
Ailowance fori bad debtsinn.. ve delies ees ade. se aes 2,000 1,300 
Accumulated depreciation: 
BULGING Shee ee wns eer ee eater es ene cer eae 13,500 
UPN ICULE AIC AK GUTES scares ve eae eee yes vane leap he 1,500 900 
Capitalistocks. 2k Fi: ee. ere de tis 200,000 100,000 
Paid=int SUrDIUS te, deck ee tis eee ena erage orc 80,000 
Retainedtearnines pmnrat..<.\ eerie nd eels ors 22 112,745 12,000 
Returmedspurchases > tt a8 geome wie cete teen: sce 1,375 400 
RIMM sah tds. hee in a SO 315,000 175,000 
PRET GelIN GOIN Clare thsi donc aaron IE ree aac 4,800 
Management utcomMmea.<< 0. 05 in Ma etee are tin eee ts 12,000 
ANPETOSHHNCOMDG Se read 2 5. 5 ea Poe dacs 2 1,000 
Dividend) income... ..) aca. Pee eo en ; 7,600 
750,080 377,800 
Inventories—December 31, 1961.................. $ 72,000 $ 58,000 
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Assignment Material for Chapter 20 


Questions 


Question 20-1. Why may it be incorrect to show the entire excess of cost 
over book value as goodwill? 


Question 20-2. Is it considered acceptable in consolidated financial state- 
ments to show an asset belonging to a subsidiary at a valuation different from the 
amount shown for the same asset in the subsidiary’s financial statements? 
Explain why such a difference might exist. 


Question 20-3. Is it ever acceptable to describe or identify any part of the 
excess of cost over book value as goodwill? Explain. 


Question 20-4. Under what circumstances, if any, is it acceptable not to 
assign the excess of cost over book value to specific assets? 


Question 20-5. Under certain conditions, the existence of an excess of cost 
over book value may result in one or more adjustments being made in the books 
of the subsidiary. What are the conditions? 


Question 20-6. When some portion of the excess of cost over book value is 
assigned to depreciable assets, does this amount remain unchanged in future 
consolidated financial statements? Explain your answer. 


Question 20-7. Is it customary to adjust the amount shown for minority 
interest because the parent corporation paid an excess of cost over book value 
for its investment? 


Question 20-8. Describe the traditional treatment of an excess of book value 
over cost. Briefly evaluate the traditional treatment. 


Question 20-9. Assume that, at the date of preparing consolidated financial 


statements, the subsidiary has a deficit. Should the minority interest be reduced 
on account of the deficit? Discuss. 


Problems 


Problem 20-1. The financial statements of a parent company and its sub- 
sidiary are presented below and on page 727. When the parent company acquired 
its 90% interest several years ago, it paid the former stockholders of Company S 
$25,000 in cash and gave interest-bearing notes amounting to $35,300 for the 
balance of the purchase price. 


COMPANY P 


Income Statement 
For the Year Ended December 31, 1961 


SalOs oc.5000d sie. Ss). ROAR Oe oe ae ee ert ieee, Ss OE $150, 000 
Cost, of: goods sold +i. Saleen fae or een aie a ae 117,000 
Gross ‘profit: on-salesia, syneen baeeme ciara kana eees ee Aap ees $ 33,000 
Expenses) :2 22 i Sh Atte eee eb a Oe oie eee 20,000 
Net operating: incomie’s cts Piraters daalatederote Ree ameter $ 13,000 
Addisubsidiarysincomes sate ancteererte telcielaeer eine eer 9,900 
Net: income). MAINA Wi Prt eee feten ak roe ean ee eae $ 22,900 
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COMPANY P 
Statement of Retained Earnings 
For the Year Ended December 31, 1961 
Basnces December's), 1960... .. ..<... . .. aa ee $ 58,500 
Add net income........ a a RN ts ch eo no oS Oe 22,900 
LE a ee ee ee ey ie eo $ 81,400 
Deduct. dividends £..ccncyccae aati: ieee. ae eo een 6,000 
ipalance—DWecembercd lelOGl a. <6. <: : ska ee $ 75,400 
COMPANY P 
Balance Sheet 
December 31, 1961 
Assets Liabilities and Stockholders’ Equity 
(ORIGIN. of Sa een $ 44,400 Accounts payable............ $ 25,000 
Accounts receivable—net..... 54,000 
LINVENLOEV gadis tae oie Shy ie eat 30,000 Capital stock...... $100 , 000 
Investment in Company S.... 72,000 Retained earnings. . 75,400 175,400 
$200, 400 $200, 400 
COMPANY S 
Income Statement 
For the Year Ended December 31, 1961 
SN Seo aetemaied Ec Ag Ne arise RE, SOTA 9 AOR Soe aM or ne $120,000 
WostroMmrOOds SOldcaiey Necawrt, . Fat cic cae ee a OL ata eee 97,000 
(Giwofessiy oY Koy try Co) SEN (Sif eee Nes SA nS MN Oo Cae aerdits on © $ 23,000 
IEIDEDSCS ee terevehors: (ode 6% inci cia" «7. aPeas, seer erch Mea SEP ee Sees 12,000 
INetpineonte daa. 2x21 lary ate tir, Pony ae AS SA Dee Lee $ 11,000 
COMPANY S 
Statement of Retained Earnings 
For the Year Ended December 31, 1961 
Balance—-Decempber 31) L960 sane sew aloe etertteae os ae cuore $ 22,000 
PACLOENE WEIN COIME ian. Stent alte ikem eae A cet beows ake casera ae 11,000 
AWOL ck, Case ah ofthe EE ene RMAC Een Ce PANE nines NM Le 64 chs St $ 33,000 
DEGuCTRCIVIGeD OR s.c8 acct arene ae Ser SR ee 3,000 
iBalance--Decembermoil, L9G U2 pte cect hel <p 3 Omar aes $ 30,000 
COMPANY S 
Balance Sheet 
December 31, 1961 
Assets Liabilities and Stockholders’ Equity 
CREE. 3 3% tue dliaccdhe Bite eee $31,000 Accounts payable............. $15,000 
Accounts receivable—net...... 45,000 
Tiventoryns)..ccacde::.---«: 19,000  Capital.stock......... $50, 000 
Retained earnings.... 30,000 80,000 
$95 , 000 $95 , 000 


During 1961, Company P made sales of $4,000 to Company S. During the same 
period, Company S made sales of $5,000 to Company P. At year end, P owed S 


$1,000 on such sales, and S owed P $2,500. 
Prepare consolidated working papers in statement form. 


Problem 20-2. The trial balances of a parent and its 100 %-owned subsidiary 
are on page 728. The investment was acquired at the beginning of 1961. 
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Trial Balances 
December 31, 1961 


Speed Drag 


Debits Company Company 
GASES. oan eine Sew sho ee ee SRO Oe ees 37,000 22,000 
Accounts receivable—net.% ...005e--¢se2sesse + eee 24,000 42,400 
Advances to subsidiaryore ss erate air 15,000 
InVen tOryn.c dae mences cs aunt De oo Eee 36, 000 43,300 
Investment im Drag Companyerr cae see eer 111,650 
Equipment 2. frac. tes oe Odes = eee 64,000 40,000 
Dividends... Se...) Latha: eee eee Sa pserete 9,000 3,600 
Purchases)..oau « Ac 2a ee sae ae ee, cee Oe 220,000 137,500 
Depreciation, expenses steerer mite Glee ie tote ate ore 7,680 4,800 
Alltothervexpenses cc tua cee Cie iets ee 97,320 85,000 
621,650 378,600 
Credits 
Accounts payable antias wns okie ery ene a apo 32,375 8,250 
(Advances iromaparenituer, a204) saree Seen ee ia 15,000 
Accumulated! depreciationea.. oar cee ecienwaers ieee 21,300 18,900 
Capital stock... 2 e209. esr aerator eee ta ee 150,000 90,000 
Retained arningseeiik Masao oe eta ee eee 64,375 14,450 
Sales, including intercompany sales of $20,000....... 350,000 232,000 
Dividends from subsidiary, Sees eee ee eee 3,600 
621,650 378,600 
Inventory—December 31, 1961.................... $ 33,700 $ 42,900 


The advances are noninterest bearing. 

The excess of cost over book value was attributable to a belief on the part of 
the parent company that a portion of the equipment of the subsidiary 
was worth more than its carrying value. The equipment thus undervalued 
in terms of market values had a remaining useful life of six years when the 
parent acquired its interest in the subsidiary. 


Required: 


Consolidated working papers. 
Consolidated balance sheet. 


Problem 20-3. This is a continuation of Problem 20-2. It is assumed that 
it is one year later. The background information supplied in Problem 20-2 is 
applicable to this problem. 


Trial Balances 
December 31, 1962 


Speed Drag 


Debits Company Company 
Cash) 28h yds 's': 4a ees, AO ec... nae 45,430 30,000 
Accounts receivable—net......................005 40,000 39,900 
AGVANCES tOISUDSICIALY. na eha mits crcenn eine nie ies 8,000 
Inventory!) ..2. sceptical hee. Fe Pane eh A 33,700 42,900 
Investment in DragiCompanyace ae ae Gna iceaan 111,650 
Equipment orn. soe. a artes eee eI ake ean ae 68,002 40,000 
Dividends: 2.2.05 coh. 8 ae a ees Oe 9,000 4,500 
Purchased: eva 50 a teh Neco area eer oe cee 235,000 140,000 
Depreciation expenses: trie eats ab: ee ee ae 8,160 4,800 
All other expensesiccclsnaad gap tnaazgrero yr. Speerenieae 103,200 86,000 


662,140 388,100 
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Speed Drag 


Credits Company Company 
NCEOUNtsEpAyablem es... A. 1, ser eerie on. kc 26,505 11,250 
WavANces trom: parent. i... ee eet ze, 8,000 
Accumulated depreciation..............000.eeeeeee 29,460 23,700 
Caprtalstockat «200.08. =. 1 ei eee 150,000 90,000 
Retamedvearnings s thio tig fs els een nee 12) 81,675 15,150 
Sales, including intercompany sales of $22,000....... 370,000 240,000 
Dividends from subsidiary. ...........e00. oR OO EG 4,500 


662,140 388,100 


Additional information: 
Inventory—Decenmiber 31, 1962.............06000. $ 31,300 $ 43,100 
Required: 


Consolidated working papers. 
Consolidated income statement. 


Problem 20-4. Three cases are presented below. Prepare partial consolidated 
working papers for each case to show the allocation of the ‘‘excess”’ and how each 
item given would be eliminated or extended in the working papers. You may omit 
explanations, but key your adjustments and eliminations. 


Case 
A B C 
Investment in subsidiary—cost............ $180,000 $140,000 $200,000 
Rericenwol Mberest eo. f.68-. nina edi ee ne 90% 80% 100% 
ateacaiusred see PR OU 12/31/61 12/31/61 12/31/60 
IBalanceeheet date ysee ae pate ot Byrom pase: Same Same 12/31/61 
Retained earnings: 
TREAT REN Sita oa of Ag oh a Sle nil a ate ee sceter eae $110,000 $110,000 $110,000 
Subsidiary—at acquisition.............. 80,000 80,000 80,000 
Depreciation expense: 
Buildings: 
Parent ene eee eee Ry osaartate aoerd 10,000 
Subsidiary). eats.) a SME ee. vs 8,000 
Equipment: 
IParen Geeta cetera repens Cer eae: 40, 000 
SUBsIGIaLVgaeee sti s ioe oe erica cee on 10,000 
Dividends: 
TRENT (SAUD aly Sis Sc vues eat REPERTOIRE IEEE are -0- 
SUDSIGIAT y; WR AAG aM iie se Sle pelo ornate er 202 
Capital stock: 
Parent ais Peete tue c cette te agneiteleys mck 200,000 200,000 200,000 
CIELO Celta: |, §, LM cre areal 5 esol Gece ee 100,000 100,000 100,000 


Additional information as of December 31, 1961—applicable to all cases: 


Parent Subsidiary 
TBH ays bio. cnet A arene ne ee Ie ers OL, RRR $ 35,000 $30,000 
Buildings (Depreciation rate—10%)...... 100, 000 80,000 
Accumulated depreciation—Buildings... . $30 , 000 $16,000 
Equipment (Depreciation rate—20%).... 200 , 000 50,000 
Accumulated depreciation—Equipment.. . 80, 000 20,000 


The parent company based the price paid for its investment on a belief that 
valuations shown on the following page applicable to the subsidiary’s accounts 


were justified. 
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Case A Case B Case C 


Tiarid oA. Mae genet a. gs See See ee ee $42,000 $28,000 $34,000 
Buldifiigs Wat ea ee woe ee cee ee 90,000 80,000 80,000 
Accumulated depreciation—Buildings......... 18,000 16,000 8,000 
Equipment Hy. #63 s rts poe ae 50,000 45,000 70,000 
Accumulated depreciation—Equipment........ 20,000 18,000 14,000 


Assume that there were no fixed asset acquisitions or disposals in Case C. 


Problem 20-5. Prepare a schedule showing the acquisition adjustment and 
any other required adjustments for the years 1960 through 1964 that would appear 
in consolidated working papers as a result of the following allocation of the excess 
of cost over book value. 


Excess of cost over book value as of December 31, 1960, the date 
of acquisition of the parent’s 100% interest in the subsidiary... $30,000 
Allocated to: 


1s eR A nc Sh SS Me Se Ser ors eee ae ec $ 4,000 
Buildings 2. Seder ak 5 Ree er nie ee tee ee ree 40,000 
Accumulated depreciation—Building......................-.. 14,000 


Balances in selected accounts of the subsidiary: 


December 31, 


1960 1961 1962 1963 1964 
Retained earnings: 

Beginning, of year. ...-.- ss $ 58,000 $ 64,000 $ 68,000 $ 71,000 $ 70,000 
Linn dl itn. biock ee ee eee. 40,000 40,000 40,000 40,000 40,000 
Building aes 2a-et COC eee 200,000 200,000 200,000 200,000 200,000 
Accumulated depreciation— 

Building giyjace2eyq: eee ee ee 70,000 80,000 90,000 100,000 110,000 


Problem 20-6. Summit Company paid $160,000 for all of the outstanding 
stock of Dale Corporation. The purchase was made as of December 31, 1960. 
The December 31, 1960 balance sheet of Dale Corporation showed intangible 
assets of $20,000 and stockholders’ equity of $180,000. Summit Company con- 
siders the intangibles to be worthless, which is the reason for the excess of book 
value over cost. Commencing with 1961, Dale Corporation adopts a policy of 
amortizing its intangibles with an annual charge to expense of $5,000. 

The financial statements of the separate companies report the following: 


Retained Earnings 


Summit Dale 
December 31, Company Corporation 
TOGO Shon ak ate rete egy ee ee en ac ee $35 , 000 $30,000 
TQ GT i ole deter cc a ee 37,000 33,000 
TO62 2700). ORL UO) OO eee Me. SR Oe 43,000 38,000 
GOS HAD CER = AE Be ge, rd coir cecteee Morn Roe 38,000 45,000 
re iid | Meta eerna RL D ERT Paige 46 , 000 46 , 000 
VOC BieS OY, DORR ee LCR. Fe eee ee 50,000 50,000 
Net Income 
Year Summit Dale 
LOB LERY Coe ale os 2 IR re eae $ 9,000 $ 2,000 
LY AU Ai ip ara Sma ens recs Gael 7,000 3,000 
TQ BBA MY AG. 5. s.slesisaol el LMM I «See 2,000 5,000 
19640... GR ie acl et ee 11,000 4,000 
1965" (loss *) «2 Bes ie ae ee ee 3,000* 8,000 


Make the following computations: 
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Consolidated retained earnings as of December 31, 1961, 1963, and 1965. 
Consolidated net income for the years 1961, 1963, and 1965. 


(a) Assuming that the investment in the subsidiary is carried at cost. 
(b) Assuming that the parent company uses the equity method. 


Problem 20-7. Commonwealth Company purchased a 75% interest in 
Province Company as of December 31, 1959. At that time the stockholders’ 
equity of the subsidiary amounted to $260,000, $60,000 of which was retained 
earnings. 

The parent paid more than book value for its interest because of the following 
valuation differences: 


Per Subsidiary’s Estimated 


Books Market Values 
Land (being held for future use)......... $ 30,000 $70,000 
SON eee a Soe eee eee 100,000 80,000 
Accumulated depreciation—Building..... 80,000 64,000 


The amount of the excess was determined by the above differences. 

The building will become fully depreciated by the end of 1963. At that time 
the building will be torn down and a modern building constructed in its place. 

Prepare a schedule showing the acquisition adjustment and any other required 
adjustments that would appear in the consolidated working papers for the years 
1960, 1962, and 1965. 

Selected subsidiary account balances: 


December 31, 
1960 1962 1965 


Retained earnings—beginning of year...... $ 60,000 $ 82,000 $100,000 
(DA eaVolees Sea a eee ARO Peer cent aceon 30,000 30,000 30,000 
Building (Depreciation rate—5%)......... 100,000 100,000 250,000 
Accumulated depreciation—Building....... 85,000 95,000 25,000 


Problem 20-8. Eagle Company and its subsidiary prepared the following 
statements. 


Income Statements 


For the Year Ended December 31, 1961 


Eagle Sparrow 
Company Company 


Cale A an erh Ree Pa yer en $350,000 $250,000 
COBOL ZOCGSISOIA Gn iets acer Racca ayod sensi 225,000 155,000 
AC OSS DRO MURONNCH CB kerr ia: Qiicrats dias ide cae gehen $125,000 $ 95,000 
Expenses: pe 
Selling expenses, including depreciation on equip- 
KS Dera aieesicts Gol PRED NER one Oiciy Ceti ort $ 48,000 % 36,000 
General expenses, including depreciation on build- 
Dek ee tnt eS i AGONY 63,700 44,000 
Hhotaluexpenses: ewer aan occa Aon Coe $111,700 $ 80,000 
INetoperabingiin cOmern cry. trilargaced.s)ca- ons cl. kane $ 13,300 $ 15,000 
Add: 
RSH MACON eRe Seeded Bene Mona to aes 2,400 
SUDSIGIAnVAINCOME are cnet) Aa ese None 13,500 


NIG tac OL CRM MINT ieee ecee Ne or acts orators he ge ees $ 29,200 $ 15,000 
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Statements of Retained Earnings 


PTER 20 


For the Year Ended December 31, 1961 


Eagle Sparrow 
Company Company 
Balances—December 31, 1960.................... $ 58,000 $ 31,300 
Ne teIN COME dis) cua: fi cae dans saute 3 ae rE eae ea 29 , 200 15,000 
WDotalicta: sco 5 yoth URE: ee Re 4 Ns ee eee $ 87,200 $ 46,300 
Dividends: 26... bidet a eee tor eee 12,500 4,800 
Balances—December 31, 1961..................-. $ 74,700 $ 41,500 
Balance Sheets 
December 31, 1961 
Eagle Sparrow 
Assets Company Company 
ORT Tilak bine tae ene init het tere Means, Ab Atak Snot $ 21,400 $ 14,200 
Accounts recetvable— Neth ate n ae ieee eee 35,770 27,000 
Tv CONV hays aeons ee ee 38,850 33,300 
HUH Yo ioe ae gene iia noe pee mene he Seem eas Sut: NG 30, 000 
Bull dine Ae ee a A ee ee eee 120,000 
Accumulated depreciation—Building.............. 48 ,000* 
Equipmienitae a sttenees eerie eee er ares ee 90, 000 81,400 
Accumulated depreciation—Equipment............ 32,,300* |. 2456007 
Investment in Sparrow Company................. 127,350 
$383,070 $131,300 
Liabilities and Stockholders’ Equity 
Accounts payables res. opens eye en a ae erne eee ee $ 58,370 $ 9,800 
Capitalleto cheers bc se oe 0) ones Aenea eis 250,000 80,000 
Retained carmmings... - Aas os eae oe eee ee 74,700 41,500 
$383,070 $131,300 


* Deduction. 


The sales facilities used by Sparrow Company are rented from Eagle Company 
for $2,400 per annum. 

The parent acquired the subsidiary stock interest as of December 31, 1958. 
One-half of the excess of cost over book value is assignable to a portion of the 
equipment having a remaining useful life of five years as of December 31, 1958. 


The balance of the excess is attributable to goodwill. 


Prepare consolidated working papers in statement form for 1961. 


Problem 20-9. Data from the financial statements of a parent and subsidiary 


prepared at the close of 1961 are submitted. 


INCOME STATEMENT: 


Salaries and commissions 
Advertising 


Rent income—Subsidiary 


STATEMENT OF RETAINED HARNINGS: 


Dome 


Roof 


Company Company 


Nales7e kes os cad oo th ee unica cae AE ier es Bs een $500,000 $400,000 
Costof, goods soldimisasieris «ces aaa eee 375,000 300,000 
Rent expense s,s acc © eeuebenihouea: Saree ce waa ase cE 1,500 
Teeeineterecee «GRE ees ecu 50,000 40,000 
Rae a eee Pees eae tis een ee 10,000 8,000 
OUHEL: EXPENSES ccc cocme cere eect ee nateee eeee 45 ,000 42,000 
Ree ee et whic orate ke, Po 2,000 
Subsidiary: iIncome:,cer rar ermine: eee eee 8,500 
Retained earnings—December 31, 1960........... 58,000 63,000 
Dividends? % os & acre sd ae 10,000 5,000 
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Dome Roof 
Company Company 


BALANCE SHEET: 


CRSA Mee A I eR ce on Otte ee Rs, 11,000 7,500 
Accounts meceivable’. iy. ease eras 0c sted ane 19,000 23,000 
Domex@ompany 52. ec s Piaka Re «es en ee 5,700 
Tn entoryeat hat nis et areata. See lent Sie 35, 200 42,000 
Realestate emetes.: & tes oh OM oie bs. Se 6,000 8,000 
[STIG 6 Sire. 2 0k, A ei 44,000 60,000 
Accumulated depreciation—Building......... es 21,000 9,000 
Biguitpmeni as sie ee, ore oe 34,000 50,000 
Accumulated depreciation—Equipment....... Sar 17,000 12,000 
CaN CICS ee en ete ete ds Ae eee 20,000 
Investmentin Roof Company: :..2.6)..5....70-5. 191,500 

NCCOUMSR Paya lehm nes. deeieei ld. Se AS. or Rye 21,300 18,700 
RoOMGompanye te. ne <adatecdickti «ate: 2,900 


Wapital Sho aes 4 Pyaar ee A be ae lesen cn holy 200,000 100,000 
JEUNG ESSeWESi Uy 0) IU Pee ee Ie NOME aed 10,000 


The subsidiary rents some storage facilities from the parent company for $500 
per quarter. The subsidiary charges the rent account when it pays the rent. The 
parent company accrues the rent each quarter as it is earned. 

During 1961, the subsidiary sold $15,000 worth of merchandise to the parent 
company. The last sale, in the amount of $800, was made on December 31, 1961, 
and the merchandise in transit was not given recognition by the parent company 
when its financial statements were prepared. 

On December 30, 1961, the parent company mailed a $1,500 check to the sub- 
sidiary in partial settlement of the intercompany account. The check did not 
reach the subsidiary before it closed its accounts and prepared its financial 
statements. 

When the parent purchased its 100% interest in the subsidiary, it paid $9,000 
more than book value for the stock. The excess was a net amount attributable to 
the fact that the parent company believed the subsidiary’s real estate holdings 
were worth $15,000 more than their carrying value and that $6,000 of the sub- 
sidiary’s intangibles were worthless. Two years ago, in compliance with a request 
by the parent, the subsidiary wrote off such intangibles by a charge to Retained 
Earnings. 

In each year since acquisition, the parent company has shown in its income 
statement the net income reported by the subsidiary for that year. 


Required: 


Consolidated statement working papers in statement form, with the use of a 
preliminary work sheet. 


Problem 20-10. The following data are taken from the June 30, 1961 trial 
balances of a parent company and its 80%-owned subsidiary. 


White Company Black Company 


COLT gil RNS a cece TE ae ee co 32,100 38,000 
Accounts receivable—net............ 46,100 42,000 
TiVCMUOlY: een ser rok eet aceasta eee 41,440 37,000 

PLU ROR Gat casos \aactane ease lew: 82,000 48, 000 
Accumulated depreciation....... 54,700 33,600 
Investment in Black Company—cost. . 76,160 

Accounts payablejo..- 20. s.seae.s.- 18,300 21,400 
Dividends payable... .sc56.me1 3,000 


Capital stock es see a > 150,000 100, 000 
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White Company Black Company 


Retained earningsiaaer.eia] ane eee 48,600 4,200 
Dividends declared (8% semiannually) 9,000 6, 000 

Salesiek tO, ick ka eee 400,000 300,000 
Cost.oiac0ods S0ldapn rer erate eer 270,000 200 , 000 

Remy Guacse Sect tee eee rea 3, 600 2,400 
Management fee (Charged by parent) . 4,000 
Depreciation expense (rate: 10%)..... 8,200 4,800 

Salaries and commissions............ 58, 000 45 , 000 
Otiertexpenseshenn wry aa.ct tant eae 51,400 35,000 

Income from investment in subsidiary. 6 , 400 


678,000 678,000 462,200 462,200 


The cost of the investment in Black Company was less than book value by 
$8,640. The difference, or excess, was attributable to the following: 


Per Books Estimated Value 


Equipment... 5° s9n7 eee cree eee $48 , 000 $30, 000 
Accumulated depreciation.................. 19,200 12,000 


There have been no additions to or disposals of equipment since the parent 
purchased its interest in the subsidiary. 
Prepare consolidated working papers in statement form. 


Problem 20-11. Circle Manufacturing Company on January 1, 1960, 
acquired 90% of the capital stock of Dash Company and on January 1, 1962, 
80% of the capital stock of Dot Company. Following are the trial balances of 
the companies as of December 31, 1962: 


Circle 
Manufacturing Dash Dot 
Debits Company Company Company 

Cash. sn tioncaplewireet: iets tates 60,500 ~ 8,000 28,500 
Accounts receivable—Customers... . 132,500 87,000 50,000 
Current account—Dash Company... 30, 000 
Current account—Dot Company... . 7,500 6,000 
Inventories: 

Raw materials... 2a. eee ee 175,000 30,000 32,000 

Im processis:« «34: hehe: tren es ronal 140, 000 20,000 20,000 

Binished goods: wn. yanrennir= suas 130,000 25,000 15,000 
Prepaid expenseseas fuses eee es ee 5,000 4,000 2,000 
Investments: 

Dash Company stock (90%)...... 200 , 000 

Dot Company stock (80%)....... 40,000 

Bonds—Dot Company........... 10,000 
Lan ditions whee nan aah + 20,000 5,000 10,000 
Buildings tagevine oc en ears eaten Meike 50,000 40,000 20,000 
Machinery and equipment. . 225,000 180,000 100,000 
Cost of goods manufactured and sold 2,166,500 991,600 456,500 
Sales returns and allowances........ 10,000 4,000 2,000 
Sellingiexpense (haere cea as 100 , 000 60,000 25,000 
General and administrative expense. . 75,000 40,000 25,000 
Bondyinteréstt.. Seyret ato te oe 6,000 
Dividends: paildiaase4. feats 20,000 5,000 


3,567,000 1,530,600 797,000 
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Circle 
Manufacturing Dash Dot 
Credits Company Company Company 

INCCOUNtSPAYADIC 2.5. aactee ae 75,000 70,000 70,000 
Current account—Circle Manufactur- 

iN COMPANY Fn. ec ee ey ae 10,000 7,500 
Current account—Dash Company... 4,000 
Accrued: accounts. cca ee 154,500 46,500 9,500 
Bondstpayablesn ck cme. 4etie 100, 000 
Allowance for bad debts............ 2,500 1,500 1,000 
Accumulated depreciation.......... 75,000 60,000 45,000 
SIERRA A ee Recs a te ae 2,600,000 1,120,000 500,000 
Interestrincomes net eee 600 
Rent of sales ape et equipment to 

Dot Company... ee eee 2,000 
@apitalistocktgw.: tt. hoo See 500, 000 200,000 50,000 
Retained earnings (December 31, 

TOG) fie Pee Ath. Sc. nouns seer oer 160,000 20,000 10,000 


3,567,000 1,530,600 797,000 


During the year 1962 Dot Company sold to Circle Manufacturing Company 
$150,000 worth of goods and to Dash Company, $100,000. Dash Company sold to 
Circle Manufacturing Company goods to the amount of $400,000. 

The rental charge on sales display equipment rented from Dash Company has 
not been recorded by Dot Company. Also, there is $20,000 of cash in transit from 
Circle Manufacturing Company to Dash Company to bolster the latter’s cash 
position. 

The excess of cost over book value in connection with the investment in Dash 
Company was considered to be 90% of the value of a patent on a special packaging 
device held by Dash Company which had a remaining legal life of five years as 
of January 1, 1960. Dash Company had been conservative and fully amortized 
the patent to selling expense in ten years. 

The excess of book value over cost in connection with the investment in Dot 
Company was attributable to the fact that the parent company considered the 
January 1, 1962 in-process inventory to be overvalued. The inventory was 
completed and sold during 1962. 

Each prior year, the parent company had taken up in the investment account 
its share of the subsidiary’s earnings. Such entry had not yet been made for 1962. 
All dividends received, including those received from both companies in 1962, 
had been credited to the respective investment accounts. 

Depreciation and prepaid and accrued accounts have been properly accounted 
for. Federal taxes on income may be ignored. Allowances for bad debts are 
considered sufficient. 

Prepare consolidated working papers in statement form, making use of a 
preliminary work sheet. 


Assignment Material for Chapter 21 


Questions 


Question 21-1. What is the general rule regarding the per cent of inter- 
company profit to be eliminated? 


Question 21-2. Describe the procedure followed in consolidated working 
papers to eliminate intercompany profit from both the beginning and ending 
inventories. 


Question 21-3. In what way does the existence of a minority interest affect 
the elimination of intercompany profit? 


Question 21-4. Should the amount of the intercompany profit to be elimi- 
nated be based on the gross profit or the net profit of the selling affiliate? 


Question 21-5. Company P owns 90% of the stock of Company S and 85% 
of the stock of Company T. In the computation of the deduction from inventories 
for intercompany profit, what per cent would you apply to intercompany profits: 


(a) In inventory of Company S on goods sold to it by Company P? 
(b) In inventory of Company T on goods sold to it by Company P? 
(c) In inventory of Company P on goods sold to it by Company S? 
(d) In inventory of Company P on goods sold to it by Company T? 
(e) In inventory of Company S on goods sold to it by Company T? 
(f) In inventory of Company T on goods sold to it by Company S? 


For each of the above cases, what per cent would you use to determine the 
amount of the change in consolidated net income as a result of intercompany 
profits? 


Question 21-6. If goods were sold by Company S to Company P at a profit 
before S became a subsidiary of P, and some of these goods remain in the inventory 
of Company P after affiliation, should an intercompany profit deduction be made 
for purposes of determining the inventory valuation to be shown in the consoli- 
dated balance sheet? 

Would your answer be the same if the goods were sold to Company S by 
Company P before affiliation and remained in the inventory of Company S after 
affiliation? 


Question 21-7. Is any consideration given to intercompany sales at a loss 
if all or a portion of the goods remain in the ending inventory of the purchasing 
affiliate? 


Question 21-8. Describe a procedure that may be used to make allowance 
for the fact that income taxes have been paid on profits arising from the sale of 
goods remaining at the end of the taxable year in the possession of a company 
within the consolidated group. 


Question 21-9. Describe what is known as a “connecting affiliate.” 


Problems 


Problem 21-1. Prepare partial consolidated working papers to show the 
determination of consolidated net income, consolidated retained earnings, and 
any required eliminations for intercompany profit in inventories. 
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Parent Subsidiary 
Company Company 


Begimmingsmyentonyes. 4). 1ee dae en ene $ 32,000 $ 17,600 
Endinganyentory yma. 6. cig cee eR ee 34,800 14,800 
SEAT entice ic cSte ane oer eee aE eet 410,000 280,000 
BUT CRASH rae 52% 2 ora oe ora cn cle et 243,000 179,200 
J Dygapaelsen) a0 ay Oy ca eS 143 , 400 89,000 
Retained earnings—beginning of year.............. 93 , 000 36, 000 


(a) Parent owns 100% of the subsidiary, having organized the company 
several years ago. During the current year, the subsidiary made sales of 
$40,000 to the parent; all of the subsidiary’s sales were made at the same 
rate of gross profit. Twenty per cent of the goods thus sold remain in the 
parent’s ending inventory. 

There was intercompany profit of $1,800 in the parent’s beginning 
inventory. 


(b) Same facts as (a) above, except that the parent acquired only a 90% 
interest in the subsidiary, and that the intercompany profit in the 
parent’s beginning inventory amounted to $3,000. 


Problem 21-2. The trial balances of a parent and its 80%-owned subsidiary 
are presented below. The investment was acquired at the beginning of the current 
year, 1961. 

Trial Balances 
December 31, 1961 


Solid Hollow 


Debits Company Company 
COR Neen oto ape ee CE Reh oe Scr Re nen aa 25,000 15,000 
Accountssrecelvable=—net s. dotielic. eeiin nase Came 55,300 22,200 
INVENTORY fa Ais «eer arie Senate ee a ins eae a 56, 400 30,000 
Investment, in) Hollow Companys... .......06.-02-+: 129,240 
OUDEIEESCUS META os et hs een eS tees eee 180,000 100,000 
Dirgiden dstriter ewe 6 aa Natt ane Twi RL ala 9,000 4,500 
IPUTCHASES Hae Ae ET. Clb s Pe) _2o ita eam ode Ronin saver 3 272,000 135,000 
I XDenSes's).20/%0.. Fer, Re eee ee tans Brae alse 149,000 82,000 
875,940 388,700 
Credits ae ia os ra aE as 
INGCOUTIISSDAV DIC sta:- Shethorians caters ate ote aeke. deov ues 19,320 8,400 
(Wamitale stocker. ce. ote. ace ta mee a ele cee 300,000 90,000 
RetaineGiearmings., occ «ak Gere amr ys He eared ic 125,020 75,300 
SIPS eas Ce ee remem Pee We PERE ree, ih 428,000 215,000 
Dividendsitromesubsidiary.na:s,. see «aie ieee 3,600 
875,940 388,700 
Additional information: 
Inventory—December 31, 1961.................... $ 58,100 $ 33,400 
Intercompany sales by Hollow Company............ 24,000 
Intercompany profit in ending inventory............ 700 


The excess of book value over cost was attributable to a belief on the part of 
Solid Company that the December 31, 1960 inventory of Hollow Company was 


overvalued. 
Required: 


Consolidated working papers. 
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Problem 21-3. This is a continuation of Problem 21-2. It is assumed that 
it is one year later. The background information supplied in Problem 21-2 is 
applicable to this problem. 

Trial Balances 


December 31, 1962 
Solid Hollow 


Debits Company Company 
Cash. si 5t ge pega a Se eR eee 11,100 24,200 
Accounts receivable—net................0002 0000s 32,500 20,700 
Inventory sick iredies ere. beer eee tae aye reer ee 55,000 31,000 
Investment in Hollow Company (80%)............. 129,240 
Othercassetss, 08s wav teeardeb i ce eee 225,000 98,000 
Dividends). swk-cmyuce ee EO eee 9,000 4,500 
Cost of goods: soldi. sree ee en reece 280,000 133,000 
x penses e700). Ae AE cent se eee Meera tee eee 147, 160 79,600 
889,000 391,000 
E Credits se = 
‘Accounts payabler. «fone tingat 4 ocyoc ee tiaras 22,080 6, 800 
Capital'stock eee ee aa aks Sekar one nee 300, 000 90,000 
Retainéd-éarnings ay eee ee see ene 128,320 72,200 
Sy cee Ne PN one ee he REE Pate ene RN eens Py c 435,000 222,000 
Dividends fromysubsidiaryo- 4s een ace aaecuar 3,600 
889,000 391,000 
Intercompany sales by Hollow Company............ $ 26,000 
Intercompany sales by Solid Company.............. $ 17,000 
Intercompany profit in ending inventory: 
Hollow; Campanyiscan. saree it om nc ee ae eraere 300 
Sohd: Company. 025s. (aes We eee ee 500 


As of January 1, 1962, both companies adopted a perpetual inventory system. 
Prepare consolidated working papers in statement form. 


Problem 21-4. South Company owns 90% of the capital stock of West 
Company, which, in turn, owns 60% of the capital stock of North Corporation 
and 80% of the capital stock of East, Incorporated. For the year ended September 
30, 1961, the net incomes of the affiliated companies were: 


South<Compan yen 20 08 Se. 8, oe ee eee, crake $148, 500 

West: Company: a p-rent ide). 2 ki: se tees a tot eae RRR ae 81,600 

NorthkCorporations. 0 sic ciuns sce er acre ete Or cee eae 90, 400 

Hast slncorparated i). spacer ctand te eae oie et er eee 4,100* 
* Loss. 


None of the affiliated companies paid any dividends during the year ended 
September 30, 1961. 

Prepare a schedule apportioning the net income of the affiliated companies 
for the year ended September 30, 1961, to consolidated net income and minority 
interests. 


Problem 21-5, The following affiliation structure has prevailed for several 
years. 


Ace Company: 
90% of King Company 
80% of Queen Company 
10% of Jack Company 


Queen Company: 
75% of Jack Company 
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‘Lhe equity method of accounting is used in connection with the above invest- 
ments in affiliated companies, including the 10% interest in Jack Company held 
by Ace Company. 

You may assume that the equity method has been properly followed, except, 
of course, that the separate companies have given no recognition to intercompany 
profit in inventories. 

Statements of retained earnings for the several companies are presented below 
in comparative form. 


Statements of Retained Earnings 
For the Year Ended December 31, 1961 
Ace King Queen Jack 
Company Company Company Company 
Balance—December 31, 1960... $200,000 $ 80,000 $70,000 $60,000 


INGGHMCOME. io... ER we 90, 000 25,000 20,000 10,000 
Motalearreet te oe, ee ee $290,000 $105,000 $90,000 $70,000 
Piven Sai, oc chon eee 25, 000 8,000 8,000 6,000 


Balance—December 31, 1961... $265,000 $ 97,000 $82,000 $64,000 


A schedule showing the intercompany profits in the beginning and ending 
inventories is presented below: 


Amount of In Inventory Company 
Intercompany Owned Making 
Profit By Sale 
December 31, 1960: 
£3). lOO + 3 Seas, eR Rae PRs © Si es oa ee pre Ace King 
NP OOO ee oF oe sie a iene aoe ot es ee King Queen 
December 31, 1961: 
Si ZOO eens, «FRR 8 Fhe ct tac gsioaeeterc tats (stds cabot Ace King 
AO Oe ieee nich TO on cee ca eec cune ee ee Queen Jack 


Prepare a schedule showing the computation of consolidated net income for 
1961. 

Problem 21-6. From the following data prepare the Cost of Goods Manu- 
factured section of consolidated working papers for Parma Company and its 
90 %-owned subsidiary, Sebring Company, and the latter’s 80 %-owned subsidiary, 
River Company. 

Parma __ Sebring River 
Company Company Company 
Inventories—December 31, 1960: 


iMatetialsiaaeid cmt acetiie GAS hatin oe. $ 48,390 $ 36,142 $28,110 

Goodsting processes sins oe cee c 106,380 72,370 14,800 
Inventories—December 31, 1961: 

al er ae 47,240 32,060 24,500 

Goodstine processtnis- sorte omnes oe 93,075 78,780 16,415 
Purchases: 

KrompParma Company).cc.:ass.60c0.-- > 22,340 16,300 

Kromisepring Companys. on eee e044 - 82,820 

Mrompniver. Compan yi... sere rs. 16,400 8,320 

ETOMUOLNCISm ea aeeatgcic cas. secre weds 212,840 160,134 78,450 
Direc tela WO PAs cies eae eRe ee ee ea 218,455 120,075 76,354 
Manufacturing expense.................- 163,217 108,546 56,397 


Manufacturing expense includes charges 
made by Parma Company for rent...... 20,000 12,000 
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Parma Sebring River 
Company Company Company 
Intercompany profits in inventories: 
On December 31, 1960: 
In materials: 


Made by Parma Company......... 1,200 800 
Made by Sebring Company........ 4,200 
Made by River Company......... 700 400 

In goods in process: 
Made by Parma Company......... 1,400 1,100 
Made by Sebring Company........ 3,600 
Made by River Company.......... 800 600 


On December 31, 1961: 
In materials: 


Made by Parma Company......... 1,400 700 
Made by Sebring Company........ 3,700 
Made by River Company.......... 800 500 

In goods in process: 
Made by Parma Company......... 1,600 900 
Made by Sebring Company........ 4,100 
Made by River Company.......... 1,000 400 


Problem 21-7. Intercompany stockholdings in an affiliated group during the 
year ended December 31, 1961, were as follows: 


Mason Corporation: 
85% of Haste Company 
95% of The Bancroft Company 


Haste Company: 
70% of Channing, Incorporated 


The Bancroft Company: 
80% of Durant Corporation 


Each company maintains its investment in affiliated companies at cost. 

The net incomes of the affiliated companies for the year ended December 31, 
1961 (including dividends from affiliates), are set forth below. The dividends 
declared and paid by the companies during 1961 are shown in a separate column. 


Net Income Dividends 


Mason Corporations 1.4.05. 5a eer $51,900 $20,000 
Haste. Conipanyiean isa eee eames 26,500 10,000 
Channing: Incorporatedanmmnrcaime centers 13, 400 15,000 
he Bancrotts Comm an vinnie or ieee ee 28, 800 None 

AD]GGT EN Al Olay VTA Gena come mime oe oiled e dee a Mee 9,400 6,000 


Intercompany profits in the December 31, 1961 inventories of the affiliated 
companies were: 


Profit Made by 


Selling Corporation Selling Corporation 
Mason: Corporation snc aeneae nea tae cies arene ene eee $3 , 200 
he BancrottuCompany sanyo ce sein eee 2,000 
Chainning vincorporatedm am animistic ene 800 
Required: 


A schedule showing the apportionment of net income to consolidated net 
income and minority interests. 
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Problem 21-8. Company Z owns all of the stock of Company A, 90% of the 
stock of Company B, and 80% of the stock of Company C. The investments are 
carried at cost. The rates of gross profit on sales were: A, 25%; B, 20%; C, 30%. 
The income statement of Company A shows that it produced goods during the 
period costing $120,000, of which 50% was sold to Company C, 30% to outsiders, 
and 20% is on hand. The income statement of Company C shows goods produced 
at a cost of $224,000, consisting of the cost of raw materials purchased from 
Company A of $80,000, from Company B of $5,000, and from outsiders of $105,000 
and labor and overhead costs of $34,000. Company C sold 80% of its produced 
goods, half to outsiders and half to Company Z, and the balance is on hand. 

As a result of the purchases from Company C, there was intercompany profit 
in the inventories of Company Z as follows: 


Beg Ming Niven tonye wees se pisos GR vos hawk aoa dhad eee $800 
HN GIN PEIN OD LORY Shere Fe conse 5.46% 5 2 Eni daily dy udig Rae 500 


There was no intercompany profit in the beginning inventories of Companies A, 
B, and C. 


The net incomes reported by the companies for the current year are shown 
below. 


Company 
Le RO ea. '6 5 3 OSM OR TIN Ea ede, NE OSES $30,000 
OS An ne Ree RR ne. oh Gly aye eae Sha RY eM A 15,000 
CRORE SA eR eae cont te Ray ea tte RA 12,000 
(Co oa ecm A a 7 te Nea ik A ay a aN eM eA mM 10,000 


There were intercompany sales during the current year of $213,000. Only 
Company Z declared and paid dividends during the year; the amount was 
$8,000. 

Compute the consolidated net income for the current year. 


Problem 21-9. The following condensed data were taken from the 1962 
financial statements of Prime Company and its subsidiaries. 


Prime Choice Quality 
Company Company Company 


Assets 


Cash A sk ERY Po es es SA $ 30,000 $ 40,000 $ 10,000 
AM VENLOLICS hd eats he se eee 42,900 31,800 18,500 
Investment in Choice Company—at cost: 

Mails be: tenn tak 4 bier hatte he. 240, 000 
Investment in Quality Company—at cost: 

CERES NE ee cr eC Rr. ot 100,000 

pee ee ole Werke ogee 21,360 
Property, plant, and equipment—net..... 218,200 71,200 126,500 


$552,460 $243,000 $155,000 


Liabilities and Stockholders’ Equity 


Ne countsypay Ole saath yo) tome ee 2 te $ 41,600 $ 21,400 $ 12,600 
Capital eae hie yar Ol. PE Syn eres 400,000 150,000 100,000 
IRetainedlearningsss-iemies eee cet a 110,860 71,600 42,400 

$552,460 $243,000 $155,000 
Soles sire Re roreev ariel ico Soneed in Bes ts $200,000 $150,000 $100,000 
Gost ofigoodsisoldmie. 6 Oi & 2.2 dost, oo our. $130,000 $ 90,000 $ 60,000 
eee ae Oe a 0 Le CO te gc nee 60,000 50,500 27,800 
Net operating income... .ac.ee eee enc. $ 10,000 $ 9,500 $ 12,200 
Dividends from subsidiary............... 6,750 


INSt ANGOME Net Sater INT) Periece ia bce $ 16,750 $9,500 $ 12,200 
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Prime Company acquired its interest in Choice Company on December 31, 
1960, and its investment in Quality Company on December 31, 1962. Choice 
Company acquired its investment in Quality Company on December 31, 1961. 

The retained earnings balances of the affiliated companies on selected dates 
were: 

Prime Choice Quality 


Date Company Company Company 
Decembere31 4196024 Cee eae $105,300 $ 90,000 $ 36,400 
Decemibervs U1 9G ley ee oe 94,110 69 , 600 30,200 


Merchandise acquired from affiliated companies remaining in the December 31, 
1962 inventories is tabulated below: 


Held By Purchased From Price Paid 
Prime Company. ewer cer ieee Choice Company $1,000 
ChoicesComp anya ee eee oe eee Prime Company 2,000 


The December 31, 1961 inventory of Quality Company included some items 
purchased from Prime Company on which there was an intercompany loss of $300. 

Intercompany sales during 1962 amounted to $15,000. Only Choice Company 
declared and paid dividends during 1962. 

Prepare consolidated working papers in statement form. 


Problem 21-10. In order to facilitate its production of solid fuels, but mostly 
to obtain the benefit of valuable patents covering manufacturing processes, 
Supersonic Company, on January 2, 1961, purchased the entire capital stock of 
Metro Company for $875,000 and 90% of the capital stock of Ramjet Company 
for $1,000,000. When the stock interests were acquired, the patents were con- 
sidered to have economic usefulness for five years, and any premium paid for 
the stock interests may be assumed to relate to the patents. 

The trial balances of the three companies on December 31, 1961, were: 


Supersonic Metro Ramjet 


Debits Company. Company Company 

Orel iat aan irene ene Seek mame ramet “haan cag atone ORCI 80,000 60,000 70,000 
Accounts receivable—Customers................ 420,000 190,000 380,000 
Accounts receivable—Metro Company.......... 25,000 30,000 
Inventories—December 31, 1960: 

Materials eo ne cunhs ote tet es heen a oe eae 150,000 105,000 160,000 

WOEK IN: PrOCESS acco teny.< ce arent. ce eee ee 80 ,000 70,000 75,000 

Kinished gO0GSaesrk: cc cak .cc ete ee ne Pend 90,000 65,000 80,000 
Investments: 

Supersonic Company bonds (par and cost)..... 100,000 

Metro, Company stock sian. neem... 45) ee 875,000 

RamjetiCompany stock au. cn. 2 eens eee 1,000,000 
Land ets cB ARMS BA TR coe cose 250,000 35,000 90,000 
Buildingariths .. UR: «. TGR So eee cane 400,000 100,000 280,000 
Machinery and equipment..................... 350,000 165,000 380,000 
Patents—less amortization..........°0.......... 111,000 50,000 40,000 
Purchviseser-e are eet ee erro ee teen are 650,000 400,000 510,000 
Directlaborseoi.: Aarts erates oars 450,000 320,000 370,000 
Mantifacturing expenses)... -4 te. . queen osenes 235,000 210,000 242,500 
Sellinigiexpenses TMM... GRRE UN. conn eaten 70,000 35,000 80,000 
Administrative iexpenses..cnis. ini cen etoee 60 ,000 30,000 30,000 
Dividendsipaid...4. hit aed eee 150,000 25,000 40 ,000 


5,446,000 1,960,000 2,857,500 
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Supersonic Metro Ramjet 

Credits Company Company Company 
Accounts payable—Trade...... 400s. e.esann 124,000 165,000 310,000 
Accounts payable—Supersonic Company........ 25,000 
Accounts payable—Ramjet Company........... 30,000 
IBGHOS DAV EDLC pte. at ree wae eae A ea | 300,000 
AecuUMUlated depreciation. ....2...c0t. +445 145,000 80,000 150,000 
SWGelse siete Save eS PR eRe, See Re rere ee ae 1,750,000 1,000,000 1,507,500 
WDINIGeEnAS TECEIVCOM « «cc >; vate MRIS © ABA E 61,000 
Ga italistockss-o x... teketorsia see tpeeen is... 20k 3,000,000 500,000 800,000 
Retained earnings—December 31, 1960.......... 66,000 160,000 90,000 


5,446,000 1,960,000 2,857,500 


For a number of years, the three companies had traded with each other, and 
on December 31, 1960 there were included in the materials inventory of Super- 
sonic Company goods purchased from Metro Company valued at $60,000 which 
cost Metro Company $40,000. Likewise, on that date, the materials inventory 
of Metro Company included goods purchased from Ramjet Company for $75,000 
which cost the latter company $50,000 to produce. 

The intercompany sales for the year ended December 31, 1961, were: 


Selling Price Cost to Produce 


Ramjet Company to Metro Company...... $200 , 000 $160,000 
Metro Company to Supersonic Company... 375,000 300,000 


An analysis of the December 31, 1961 inventories revealed the following: 


Work in Finished 
Materials Process Goods 


Supersonic) Company = 4... 2 beyatiagis lone $280,000 $95,000 $135,000 
Intercompany profit included in above...... 20,000 5,000 4,000 
Metro) Compaen aa 42)-caote aaa ase $175,000 $80,000 $145,000 
Intercompany profit included in above...... 30,000 6,000 5,000 
RAMI ebHCOMPADY..c1c w= reread ete ene aoe es $210,000 $85,000 $105,000 


On July 1, 1961, Supersonic Company sold to Metro Company $100,000 of first 
mortgage 5% bonds at par. At the same time, the remainder of the issue, or 
$200,000, was sold through a broker for $200,000. The bonds mature June 30, 
1966. The interest, payable semiannually, had not been paid on December 31, 


1961. 
Required: 


Consolidated working papers. 
Consolidated income statement for the year ended December 31, 1961. 


Problem 21-1]. The balance sheets of three affiliated companies as of 
December 31, 1962, are presented on the following page. ; 

The investments are shown at cost. Iverson Corporation acquired 90% of the 
capital stock of Summer Company on December 31, 1961. Summer Company had 
acquired 85% of the capital stock of Modern Company as of January 1, 1961. 

Any excess associated with the investment in Summer Company should be 
interpreted as a revaluation of the goodwill. 
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IVERSON CORPORATION 
Balance Sheet 


December 31, 1962 
Assets Liabilities and Stockholders’ Equity 


Cash 25:32:53 SO eres $ 12,000 Accounts payable............ $ 19,450 
Accounts receivable.......... 20,400 Accrued expenses............ 5,920 
Inventories errr 36,610 
Investment in stock of Summer 
Company.2..h..00)%.2 124,940 - Capital stocki=~ 7 $200 , 000 
Property, plant, an Retained earnings. . 49,490 249,490 
equipment....... $128, 230 
Less accumulated 
depreciation... 47,320 80,910 
$274, 860 $274, 860 


SUMMER COMPANY 
Balance Sheet 


December 31, 1962 
Assets Liabilities and Stockholders’ Equity 


Cashier cutetinew. pct erste $ 15,410 Accounts payable............ $ 41,130 
Accounts receivable.......... 20,010 Accrued expenses............ 3,810 
Inventories cs oe cor ore: 24,460 
Investment in stock of Modern Capital stock... . $100 , 000 
Companyameene) sca 50,830 Retained earnings... 52,800 152,800 
Property, plant, and 
equipment....... $182,940 
Less accumulated 
depreciation... 100,910 82,030 
Goodwill. 5e.e. fara re 5,000 
$197 , 740 $197,740 


MODERN COMPANY 
Balance Sheet 


December 31, 1962 


Assets Liabilities and Stockholders’ Equity 
GCashies ts tis Peta toed Pe eer $ 16,600 Accounts payable............ $ 8,350 
INVientOniésteencce eee ee 28,000 
Property, plant, and Capital stock...... $ 50,000 
equipment....... $ 78,020 Retained earnings.. 33,600 83,600 
Less accumulated 
depreciation. . . 30,670 47,350 
$ 91,950 $ 91,950 


Analyses of the Retained Earnings accounts are presented below. 


Summer Modern 
Company Company 


Balance—December'31, 1960...................... $29,460 $ 9,800 
NO@tANCOMG hr cet cccroncts Mace aeMceierr catrsctceriesat eee 13,540 9,400 

Totalitsien« lagiidte  aalacbs. ehesey alae $43,000 $19,200 
Cash dividends..:<.;....cxtee SeenON wet) ci eeee 7,000 3,000 
Balance—December 31, 19610} .2:..00. «teen du. ns es $36,000 $16,200 
Netsincome nig civreky Sat oeh ocak otc eee 26,800 20,400 

Total yaciFh55 Wr ta waar dees be Ae. ees $62,800 $36,600 
Cash‘ dividends. >.-:<.s;peed 6h chapeteee eh eete eee 10,000 3,000 


Balance—December 31, 1962.................:.... $52,800 $33,600 
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The inventories of Iverson Corporation on December 31, 1962, included raw 
materials acquired from affiliated companies as follows: 


Date of Purchase Purchased From Purchase Price Cost to Seller 
December 10, 1961..... Summer Company $3 , 200 $2, 800 
February 25, 1962...... Modern Company 6, 200 5,400 
October 12, 1962....... Summer Company 3,400 2,900 


Prepare consolidated balance sheet working papers as of December 31, 1962. 


Problem 21-12. American Company owns 80% of the stock of Southern 
Company, 75% of the stock of Mode Company, and 60% of the stock of Provo, 
Incorporated. Mode Company owns 20% of the stock of Provo, Incorporated. 
Southern Company owns 25% of the stock of Mode Company and 10% of the 
stock of Provo, Incorporated. 

Provo, Incorporated, produces the basic raw material and sells it to Southern 
Company at 125% of cost. After further fabrication, Southern Company sells 
this material to Mode Company at 20% above cost to Southern Company. Mode 
Company sells much of this material to customers outside the affiliated group, 
but some is sold to American Company at 10% above total cost to Mode Com- 
pany. In the case of each of the affiliated companies, the labor and manufacturing 
expenses combined are equal to the raw material cost, and the profits referred to 
above are based on this total cost. 

The closing inventories of the affiliated companies contain what is raw material 
to them in the following amounts: 


American Company has raw material purchased from Mode Company for 
$21,120. 

Mode Company has raw material purchased from Southern Company for 
$48,000. 

Southern Company has raw material purchased from Provo, Incorporated, 
for $41,000. 


Compute the share of minority interests, by company, in the above inter- 
company profits residing in the ending inventories. 


Assignment Material for Chapter 22 


Questions 


Question 22-1. Does any portion of the intercompany profit resulting from 
a sale of a fixed asset to an affiliated company ever become realized? 


Question 22-2. Assume that an asset not subject to depreciation or amortiza- 
tion is sold by a 90%-owned subsidiary to the parent company at a price above 
cost. Will the transaction increase or decrease consolidated net income in the 
year of sale? Will the transaction increase or decrease consolidated net income in 
the year following the sale? 


Question 22-3. If goods are manufactured with the use of depreciating fixed 
assets acquired in a transaction involving an intercompany profit, is any adjust- 
ment of the inventory valuation required? 


Question 22-4. In the computation of consolidated goodwill, or excess of 
cost over book value, does it make any difference whether the parent acquired 
its shares in a subsidiary from stockholders or direct from the subsidiary? 


Question 22-5. Consider the following fact situation in which Company P 
acquires control of Company S through two stock acquisitions: 


Cost of Company Per Cent of Stockholders’ Equity 


Date S Stock Control of Company S 
AU Glee me sin $ 45,000 20% $200 ,000 
L/U/ C2 me wi eee 155,000 60 250,000 


The accountant for Company P claims that no consolidated goodwill, or 
difference between cost and book value, should appear in the consolidated balance 
sheet as of December 31, 1962, since the $200,000 invested equals 80 per cent of 
the subsidiary’s stockholders’ equity on the date control was achieved. 

Do you agree? Give your reasons. 


Question 22-6. Describe the alternative methods for the preparation of a 
consolidated income statement for the year of acquisition when a position of 
control is achieved during the year. 


Question 22-7. Is it acceptable to include in consolidated retained earnings 
any portion of the retained earnings accumulated prior to the date when control 
of the subsidiary is obtained? 


Question 22-8. Ina case in which there is intercompany profit arising from 
the sale of a fixed asset by a 90%-owned subsidiary, what portion of the inter- 


company profit is removed from the asset account in the preparation of the 
consolidated balance sheet? 


Problems 


Problem 22-1. During 1959, Pepper Company acquired a 75% interest in 
Ginger Company. In 1960, Pepper Company acquired an 80% interest in Salt 
Company. 


As of December 31, 1961, Ginger Company sold some equipment to Salt 
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Company for $48,000 and made a profit of $7,200 on the sale. It is believed that 
the equipment has a useful life of eight years. 

Prepare a schedule showing the adjustments and eliminations that would be 
made in consolidated poring papers for the years 1961, 1962, and 1963 as a 
eo of the above sale of equipment. Make use of the relevant data submitted 

elow. 


Company 
Pepper Ginger Salt 
December 31, 1961 balances: 

Retained earnings—beginning of year. ... $100,000 $ 68,000 $ 30,000 
Retained earnings—end of year.......... 110,000 74,000 32,000 
Profit on sale of equipment.............. 7,200 
Depreciation expense—Equipment. UT eee 36,000 25,400 13,200 
ISCO ATI) opoaVes el eee ee Me ee oe ee i ene 300,000 220,000 111,000 


Accumulated depreciation—Equipment... 108,000 89,000 41,700 
December 31, 1962 balances: 


Retained earnings—beginning of year.... 110,000 74,000 32,000 
Retained earnings—end of year.......... 95,000 80,000 37,000 
Depreciation expense—Equipment....... 36,000 27,400 15,600 
CUI MASH test Ae Wake AES A 300,000 231,000 113,800 


Accumulated depreciation—Equipment... 144,000 113,000 54,200 


December 31, 1963 balances: 
Depreciation expense—Equipment....... 38,000 29,300 16,100 
PU pMVeT beer cer ics eee yee ae 317,500 240,000 117,100 
Accumulated depreciation—Equipment... 170,300 134,200 63,500 


Problem 22-2. Bailey Company and its subsidiary prepared the following 
statements. 


Income Statements 
For the Year Ended December 31, 1962 


Bailey Borst 
Company Company 


SalesMeee ee ee OR Ee oe ee ee ee $700,000 $501,000 
Cont Ole POCOS COL ae race ee Na elem uh e 447,000 305,000 
(GrossEpLoutOnrsales nasa ee dee. Sie. ee era. $253,000 $196,000 
Expenses: 
Sellinevexmenses..:.0.0 gen wont ae eee ee $ 83,600 $ 71,900 
Generaltexpensessa ne auc at sek tue cur Rh Sem 114,000 95,900 
MOtalkexPenSest ctrkcoieete aoe oder pees $197,600 $167,800 
Netuincome from/operations: 23 24r 666 peice ns $ 55,400 $ 28,200 
Dividend tromesUbsiGiary samen er ne 2 Ae ge 8,000 
INGtSINCOMMeMa tn hetero easke rates cS ina wien es $ 63,400 $ 28,200 


Statements of Retained Earnings 
For the Year Ended December 31, 1962 


Bailey Borst 
Company Company 


Balances—December oil) LOGINS: WEEN av cio oem ee $117,500 $ 62,400 
IWeteincomnGmap: ie 1 -eectee east eee teed. 2 Jeet Sideke ered 63, 400 28, 200 
TRG tal ae a etd ea eR aed he lelaeien 3 $180,900 $ 90,600 
Dividends: paideirsr eee eee tel seis eile ele 50,000 10,000 


Balances-——Wecemberails-t9O20ee st. . oe t. le $130,900 $ 80,600 
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Balance Sheets 
December 31, 1962 


Bailey Borst 
Company Company 


Assets 


Gash Ped as Se Serre te ee ne ae ea $ 58,434 $ 29,300 
Accounts recelvablen a1. nn een ten mene toner 231,000 34,000 
Borst:Com pany. aac: eee ee Oa 7,500 
Tne tory eis. denna aeenenetets Gntin oaeeanse oek ree ees 60 , 000 76,000 
Land and buildings—less depreciation.............. 155,000 
Machinery and equipment—less depreciation........ 111,000 125,700 
Investment in Borst Company (80%).............- 187 , 320 


$810,254 $265,000 


Liabilities and Stockholders’ Equity 


Accounts payable atten te: sass een ae $179,354 $ 51,900 
Bailey iCom pat yen ements nie eons tome ieee teehee ea 7,500 
Capitalistock 8%, .. Mita. OMe s afn2 Sree en eae 500,000 125,000 
Retainedearnings han can ae ae ae ee ae eee 130, 900 80,600 


$810,254 $265,000 


The interest in the subsidiary was purchased on June 1, 1962. 

In December of 1961, Borst Company signed a contract under which it agreed 
to make purchases from Bailey Company during 1962 in the amount of $4,000 
per month. The agreement was carried out. As a result of the agreement, there is 
intercompany profit of $500 in the December 31, 1962 inventory. 

Prepare consolidated working papers. 


Problem 22-3. Grey Corporation carries at cost 95% of the stock of Morton 
Company, which it acquired by the following purchases: 


Date Per Cent Purchase Price 
January rl LOGI paso tent era eG 25% $140,000 
Mayall OG... Aeteck eared ean Ae, SeeNs re. ace ewe 15 85,000 
Decemberyl,.19G6le 22.8 fee, ane erode eas 55 170,000 


Morton Company has 20,000 shares of $10 par value stock outstanding; an 
analysis of its Retained Earnings account for 1961 and 1962 is presented below. 


Debits Credits 


Balance mJ aiuanVieds dl OO ltteers tee canna are oar a $ 45,000 
Dividends, 23 pri lelOG ler tceraor comer cera ee ee $ 16,000 
Dividends Novembersls LOGI wn aeeen ss eee 16,000 
iINetimcome:for "LOGI! qatar wetae Abreu tee ee 120,000 
Divadends Puli nen 619625. gates eee ont tathrck ouiacuarie 193 ,000 
INGtANCOME TOT LOG? a8 Fines cikow hs ahd ct ce hope ear 90 ,000 


Assume that the above net income amounts were earned in equal monthly 
amounts. 

Prepare partial consolidated working papers to show the elimination of the 
investment and related stockholder equity accounts. 


Problem 22-4, Prepare consolidated working papers from the data applicable 
to Sampson Company and its subsidiary. 


Neither company declared any dividends during 1961. 

The machinery owned by Portage Company was purchased new from Sampson 
Company, which made a profit of $15,000 on the transaction. The machinery is 
being depreciated at 5% per year. The transaction occurred when Portage 
Company was a subsidiary of Sampson Company. 

Sampson Company paid book value for its investment in Portage Company. 
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Balance Sheets 
December 31, 1961 


Sampson Portage 


Acar Company Company 
(BBE) Cs eee BS RS SOS AEs mavidints Leelee eect, 8s Lore $ 70,000 $ 40,000 
PN CCOURES TECCIVADICS «5 laalevsarac USO 25,000 35,000 
PRVCNUOTICR a om beer dh deena! DEE Eat Cease ol a 60,000 60,000 
Investment in stock of Portage Company—at cost (88%).... 140,800 
LAL TTS ah 7S eT ee eee 184, 200 60,000 
Accumulated depreciation—Machinery.................... 45,000*  10,000* 


$435,000 $185,000 


Liabilities and Stockholders’ Equity 


Accounts OE) Vs gpa = ee es ee ee $ 35,000 $ 20,000 
(CETETAAT A Para lars nS EN ee RRC cre ee Oe nme ne ee 300,000 100,000 
BR OURITI COBCATCNIT Shire cai Kite. a eb etfs eae cas mae Oe 100,000 65,000 


$435,000 $185,000 
* Deduction. 
Income Statements 
For the Year Ended December 31, 1961 


Sampson Portage 
Company Company 


RSIELSThe ciel Cie co Se ae PR a rl oe aA $300,000 $200,000 
ContiotsrooUssOld helactine be Le ioe 210,000 135,000 
Gross PLO lil ON/SALES 25,5. 1.-ncrke nein sade ois anor PE Pee $ 90,000 $ 65,000 
LOSS IEP eevee oe cl ae chi NORE NE CRI hts Oe OR CRC RPMS cocaine 82,000 58,000 
INGUENICOMI Gate er tetra te oc icucto ee Peano eee ee $ 8,000 $ 7,000 


Problem 22-5. The data below are from the August 31, 1961 balance sheets 
of a parent and two subsidiaries. The affiliation has existed for ten years. When 
the investments were made, the parent company considered the excesses of cost 
over book value to be attributable to undervalued intangibles having a remaining 
economic usefulness, at that time, of five years. 

The parent uses the equity method of accounting for the two investments. 


Balance Sheets 
August 31, 1961 


Central North South 
Company Company Company 


Ma CHIN GLY eNet atte aceon $ 175,000 $ 75,000 $160,000 
SUNG VpASSCUStrn terete. cd Sita Glnees: oe 483,000 353,000 325,000 
Investments in subsidiaries: 
North Company. (809%) sess)... .. 325,000 
South Company-(90'%)-+---- 25-6 - ae 400,000 
$1,383,000 $428 , 000 $485 , 000 
Wecounts payable rces-mie sen nen erat a $ 40,000 $ 19,500 $ 32,000 
Accumulated depreciation—Machinery. . 60,000 138,500 38,000 
Capitalistoc can tie errr 1,000,000 200,000 300,000 
Retainedsesrningsa manera see se tee 283,000 195,000 115,000 


$1,383,000 $428,000 $485,000 


Three years ago South Company constructed some machinery for North 
Company at a cost of $44,000 and billed it to North Company at $55,000. The 
estimated life of the machinery was 20 years. 

Prepare consolidated balance sheet working papers. 
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Problem 22-6. 


When Steel Company purchased its 80% interest in Tin 


Company, the stockholders’ equity of the latter company was as follows: 


Capital stock.... 


ee Aaah Oe See mils ono oa $100 ,000 


Retained éarnings..... 4. ong, ak hae 2 Ae 2 oe ene ere 120,000 


The investment is being carried at cost. 
Several years after the above purchase, Tin Company sold a piece of un- 
developed land and a patent to Steel Company for the prices shown below. 


Carrying value— Selling Price to 
Tin Company Steel Company 


ee ora Oe $15,000 $25 , 000 
Re oe wae 18,000 40,000 


The patent is being amortized on a straight-line basis by Steel Company. 
Selected data from the financial statements of the companies are set forth 


below. 


Steel Company Tin Company 


From the 1961 statements: 


Netancome forslO6 lane nea eee ee $ 10,000 $ 8,000 
Dividends declared and paid............ 7,500 5,000 
Retained earnings—12/31/61........... 80,000 150,000 
Capi talistockeg ci. aw erat sas ent ee 150,000 100,000 
Wand ear Aae sc pair eee er ae 25,000 
IPA LODE ene aren one, Hen er ioe econ eet 24,000 
From the 1962 statements: 
Net income for 1962505) r 25. se cee 12,000 9,000 
Dividends declared and paid............ 7,500 15,500 
Retained earnings—12/31/62........... 84,500 143 , 500 
Capitalistockiia v5 ates cg eee RP wa et 150,000 110,000 
EE 0G Uedeth et ce Aenean tele es ee RR 8 25,000 
PALER ee tt sie. seein tee eT eae at ee 16,000 


Compute the consolidated net income for 1961 and 1962 and the consolidated 
retained earnings as of December 31, 1962. 


Problem 22-7. 


Using the information given below, prepare a suitable 


schedule showing the computation of consolidated retained earnings as of 


December 31, 1962. 
January 1, 1960. 


January 1, 1961. 


January 1, 1962. 


Company K purchased 3,200 shares of Company M at $40 
a share. 

Company K purchased 2,400 shares of Company N at $75 
a share. 

Company K purchased 200 shares of Company O at $63 a 
share. 

Company M purchased 1,400 shares of Company O at $65 a 
share. 

Company N purchased 300 shares of Company O at $70 a 
share. 

Company K purchased 400 shares of Company M at $45 a 
share. 
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All shares have a par value of $50. All shares outstanding on December 31, 
1962, were outstanding on January 1, 1960. 


The Retained Earnings (deficit*) accounts of the companies may be sum- 
marized as follows: 


Company K Company M Company N Company O 


Balances, January 1, 1960.... $342,000 $20 ,000* $60 , 000 $20,000 
Net operating income (loss*), 

HOGA wetaas oes sere ee, 80,000 10, 000* 30,000 15,000 
Dividends received, 1960..... 16,000 
Dividends paid, 1960......... 50, 000* 20, 000* 10,000* 
Balances, January 1, 1961.... $388,000 $30 , 000* $70,000 $25 , 000 
Net operating income, 1961... 110,000 20,000 40,000 20,000 
Dividends received, 1961..... 17,500 10,500 
Dividends paid, 1961......... 50, 000* 20, 000* 15,000* 
Balances, January 1, 1962.... $465,500 $ 500 $90 , 000 $30 ,000 
Net operating income (loss*), 

OGLE. ego ieie-< odie oes 130,000 30,000 10 ,000* 25,000 
Dividends received, 1962..... 27,000 14,000 3,000 
Dividends paid, 1962........ 100 ,000* 10, 000* 20, 000* 20, 000* 
Balances, December 31, 1962. . $522,500 $34, 500 $63 , 000 $35 , 000 


The balance sheets of these companies on December 31, 1962 are summarized 
below. 


Company K Company M Company N Company O 


limvestrmenti im IM oo... aa = $ 146,000 

Imvestment mi WV. da. . -. <5. 180 , 000 

Investment 1n\O)%. c2<.... 12,600 $ 91,000 $ 21,000 

Other assets—net............ 1,183,900 143,500 192,000 $135,000 
$1,522,500 $234,500 $213,000 $135,000 

Canitalistockses. as se te oe - $1,000,000 $200,000 $150,000 $100,000 

Retained earnings............ 522,500 34, 500 63,000 35,000 
$1,522,500 $234,500 $213,000 $135,000 


Problem 22-8. Midland Corporation acquired 80% of the capital stock of 
Allied Company on March 31, 1962, at a cost of $96,000, and an additional 10% 
on June 30, 1962, for $12,750. The December 31, 1962 trial balances of the 


affiliated companies follow. 


Trial Balances—December 31, 1962 


Midland Allied 
Debi Corporation Company 
Gee ee tres con ae er cee SE Ru cmagt gets 16,100 7,000 
RECOV ADCS hen ee en at etn cee ries 20,400 12,800 
Inventories—December 31, 1962................. 44,800 26,600 
Investment in Allied Company.................. 108,750 
lotheetell GY¥sceURE—oilisg pak aa oua 6 Ulo.co i Kato D co tron 170, 800 96,300 
Cost ofigoodasold). . sc .aceeepe sce cge en leet. 382,200 199,800 
Bex penises otja2 i eit) eis entre icles laine ese gay ene 71,200 62, 200 
Dividends pads edocs di oye Oe «BREN Ale = ape 2 10,000 6,000 
824,250 410,700 
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Trial Balances—December 31, 1962 (Concluded) 
Midland Allied 


Credits Corporation Company 
Accounts payable..22 5. chee 2. oe neers aunt ee 28,350 16,200 
Capital. stockeec: 52.95 5. ay oa eran gases eres 200 , 000 100,000 
Retained earnings—December 31, 1961........... 120,000 14,500 
Skies 3s... . PA RS OOS CEA See eerie 472,000 280,000 
Dividends:receivedi.n- ei a ciacies ete een ee 3,900 


824,250 410,700 


The net income of Allied Company was earned in equal monthly amounts 
during 1962. Dividends were declared by both companies in equal quarterly 
amounts on March 15, June 15, September 15, and December 15. 

Midland Corporation purchased merchandise from Allied Company during 
1962 in the following amounts: 


Quarter Ended Amount 
March 31) 1962.95... cegern chet ord eee at er ee ee $ 21,600 
June 30; VOGQ. Ce ch ee. Sic c eRe ae cerceemee tere mee 17,900 
September, 30)31962..4.5. ct. weeks soc tele eee. oa OE agate 28,400 
December Gls LOG2 hex. acters ce a ee et eC cee 33, 700 

Roy ol Ee nn eee ae eee Seen hina Van cups of cio 6 Seely oO $101,600 


Of this amount, $6,400 had not been paid for on December 31, 1962. 
The December 31, 1962 inventories of Midland Corporation included goods 
purchased from Allied Company on which profits were made as shown below. 


Profit Made by 


Date of Purchase Allied Company 
March V0, Ji 962)5 xe. octet eae oS ee hic ae eee $ 800 
INoVvend bere! GO 19G2 a... eta ta tee eae een ee 600 
WecembervL Sil 962) 7... eee ces ss cane oe ee ME salon i 1,200 


Midland Corporation has decided that it would be easier in the long run to 
account for its investment in Allied Company by using the equity method. 


Required: 


(a) Adjusting journal entries to be made in the books of Midland Corpora- 
tion to change its method of accounting for the investment in the 
subsidiary. 

(b) Consolidated working papers. 


Problem 22-9. The December 31, 1962 trial balances of Sunset Corporation 
and its 85 %-owned subsidiary are presented on the opposite page. 

Sunset Corporation acquired its investment in Moonglow Company on June 30, 
1960, when the retained earnings of Moonglow Company were $10,000. The 
difference between cost and book value of the shares acquired was attributed to 
certain formulae owned by Moonglow Company which were expected to be used 
for five years from June 30, 1960. 

On December 31, 1960, Moonglow Company sold an item of equipment to 
Sunset Corporation at a profit of $6,000. This equipment has since been de- 
preciated by Sunset Corporation at an annual rate of 10% of the purchase price. 
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Trial Balances 
December 31, 1962 


Sunset Moonglow 


Debits Corporation Company 
(CES tists nc arb luis NS nee nl ei pin. ee healt et a ea 21,600 8,900 
NC COUNtSILEC CLV Able wt cise aie, ia ee na ees 68,400 27,000 
Inventory—=-December'S1; 1961.2 es ess oc ace 70,600 36, 800 
renal duexpenseses..9s4.. 89am 18 F.se ee Wee Sete. dis oe. 8,100 2,600 
Investment in stock of Moonglow Company—at cost...... 71,400 
WANTING Ut oe Rs, Oc ee 30,000 
Bil dings iret tant See ware aaemage Ata is UO, OA 85,400 
ENITMItuneyaANadveqil PME tes) ean | ween es nn Ae 79,600 48, 200 
BURCH aSCS meme en Seis eh renee ie oy Re gS 347 , 800 141,500 
Operating ‘expensesa. 80s Sided aie. OS We, Se ae 130, 900 50, 200 
IB YNACG Lo} a¥e (cE OY Vie ay eg A ee Aa 20,000 10,000 
933 , 800 325, 200 
Credits oy 
Accumulated depreciation?) < 6.2% <5 osm awoken Biers cee a8 41,400 10,700 
EXCCOUNLSS DEY A DLCs wR «oo ec 25d oc osares ecclesia © Toate 59,000 8,400 
NC CLUCEUTEX PCLSER Mh Mer EEO MINES 3.5 6 rc. cus aed oid ten crac ations 8,600 3,800 
Wanitalistoc keer sree oc pear) ees achat aise Caen ec 200 , 000 60,000 
Paid-in surplus (Premium on original issuance of stock). ... 10,000 
Retained earnings—December 31, 1961.................. 105, 200 27,900 
LCS eI eee et aCa oPr OeRiA oes ORs mgNe iors ones CIE 511,100 204, 400 
VIG CMO SET CCOIV. CU pie reve seein “ca teue ote ohetn sierra soe © eee nets 8,500 


933 , 800 325, 200 


During 1961, Moonglow Company sold a tract of land to Sunset Corporation 
at a profit of $2,500. 

The inventory of Sunset Corporation on December 31, 1961, included goods 
purchased from Moonglow Company during 1961 on which Moonglow Company 
made a profit of $1,000. 

During 1962, Moonglow Company sold goods to Sunset Corporation for 
$86,000, of which $12,000 was unpaid on December 31, 1962. The December 31, 
1962 inventory of Sunset Corporation included goods acquired from Moonglow 
Company on which Moonglow Company made a profit of $1,200. 

The December 31, 1962 inventories were: 


SuNnse ty COLDOLAUION eA cho otek o> Wasa: Si pahoysee unease areaag ai $72, 400 
Moonglow, Company... Bere sere orcas Sone © whe we catatg eee 40 , 200 


Prepare consolidated working papers. 


Problem 22-10. The following information applicable to 1962 is shown 
by the accounts of Harmony Company and its 90%-owned subsidiary, Bach 
Company. 


Harmony Bach 
Company Company 


NetincomMestromuopenavionser s,s 2c ods e e $125,000 $66,000 
Wividends paid arr emer Sees. «ee ne 60,000 30,000 
Dividends received—included in balance of Retained 

Harnitigs—-DeloW - ieee oe ee hee nee 27,000 


Retained earnings—end of year...........-..++55-. 375,000 95,000 
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The retained earnings of Bach Company on January 1, 1956, the date of 
acquisition, were $15,000. 

The machinery being used by Harmony Company was purchased from Bach 
Company and placed in service on January 1, 1958. The subsidiary made a profit 
of $30,000 on the $600,000 sale. When purchased, the machinery had a useful life 
of ten years. 

Part of the cost of the inventories of Harmony Company consists of depreciation 
charges on machinery. The amounts of such charges thus capitalized are as 
follows: 


Inventorya—besinning of year are ae eee ee eee ene $2,000 
Inyerntory—end\ of yéars...(c42°224o se Sel eek Cee eee 1,800 


Prepare a consolidated statement of retained earnings for 1962. 


Problem 22-11. High Corporation obtained control of Charm Company and 
Custom Company by the following purchases: 


Company’s 
Balances at 
Acquisition Dates 


Capital Retained Cost of 


Date Company Interest Stock Earnings Stock 
January Weel GIR ee Charm 40% $30,000 $15,000 $20,000 
AMA SDS WG S sboacacaoos Custom 30 20,000 6,000 7,000 
Marches IeslOG2ine nee a CUStOMN NOU 20,000 8,000 16,000 
June SO MOC Zee ee ee Charm 50 30,000 20,000 30,000 


Of the three companies, only Charm Company declared and paid a dividend 
during 1962. In December it declared and paid a dividend of $7,000. 
Balance sheets for the three companies on December 31, 1962, were as follows: 


High Charm Custom 

hecens Corporation Company Company 

Cashin d.. eek a AE ee, $ 56,000 $ 5,000 $ 3,000 

Receivables 4.26 ck h. eee 34,000 *8,000 5,000 

Inventories jyisi pee. ee cee 70,000 24,000 14,000 
Investment in Charm Company....... 50,000 
Investment in Custom Company....... 23,000 

Hixedvassets' (Get) esr areanvacrwoceeeserets 112,000 32,000 26,000 


$345,000 $ 69,000 $ 48,000 


Liabilities and Stockholders’ Equity 


ACCOUNtS DAY AO les mace entre cence $ 54,000 $ 14,000 $ 23,000 
ACCLUGA LIA DIIItLOS eer ann meaner renee 5,000 3,000 6,000 
Capitalt stocketets wruccveaniins tris Cereal 200,000 30,000 20,000 
Retained earnings (deficit*)........... 86,000 22,000 1,000* 


$345,000 %$ 69,000 $ 48,000 


The income statements for 1962 are summarized below. 


Sale Bin caterers Stotgcoe catne omens Renee $400,000 $200,000 $150,000 
COSU OL Sal68 so ak ok. itemen een ete 260 ,000 130,000 94,000 
GTOSSsDT 0 filon ter teas we tua, ee $140,000 $ 70,000 $ 56,000 
HS DENBGS. on ganc C ee ec emo reer 110,000 52,000 68,000 
Net income (loss*) from operations.... $ 30,000 $% 18,000 $ 12,000* 
Dividend from Charm Company....... 6,300 


INGbuincomer(loss:s) neste ai enone $ 36,300 $ 18,000 $ 12,000* 
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The results of intercompany sales are shown below. 


1962 Intercompany Profit in 


Seller Purchaser Sales Dec. 31, 1962 Inventories 
Delish eas ae Ae Charm $10,000 $800 
Charm? Seep aa Aree A High 8,000 500 
(Ole sc we ee eee a Custom 4,000 300 
CusStolne ete ya.F cre ame Oh arin 6,000 400 


The companies use the first-in, first-out inventory method, and all merchandise 
acquired prior to August 1, 1962, has been sold. 
There is no intercompany indebtedness as of December 31, 1962. 


Required: 


(a) Consolidated working papers. 
(b) Consolidated income statement for 1962. 
(c) Consolidated statement of retained earnings for 1962. 


Assignment Material for Chapter 23 


Questions 


Question 23-1. Under what circumstances, if any, might a parent company 
gain as a result of the issuance of additional shares of stock by a subsidiary? 


Question 23-2. If a parent company’s per cent of stock ownership in a 
subsidiary increases during a year, how would you compute the deduction for 
intercompany profit in the inventory of: 


(a) The parent company, the goods having been purchased from the subsidiary? 
(b) The subsidiary, the goods having been purchased from the parent? 


Question 23-3. Under what circumstances will the amount of gain or loss 
resulting from the sale of a portion of the parent company’s interest in a subsidiary 
be the same for consolidated statements and for parent company statements? 


Question 23-4. Describe the circumstances that could cause a reduction in 
the amount of the excess of cost over book value from one year to the next. 


Question 23-5. A subsidiary has $100,000 par value of unissued common 
stock and $100,000 par value of treasury common stock. The parent proposes to 
acquire either the unissued stock or the treasury stock for $120,000. Will it make 
any difference whether the parent company acquires the unissued stock instead 
of the treasury stock? 


Question 23-6. A parent acquires a fixed asset from a 100%-owned sub- 
sidiary, the subsidiary making a profit on the sale. During the next year, the 
parent sells 20% of its stock interest in the subsidiary. What per cent is relevant 
for the determination of the intercompany profit deduction applicable to the 
parent’s interest subsequent to the stock sale? 


Problems 


Problem 23-1. The trial balances of a parent and its subsidiary are presented 
below. The subsidiary was organized by the parent during 1958 and was 100% 
owned until April 1, 1961, when the parent sold a 10% interest to outsiders for 
$8,000. Prepare consolidated working papers. 


Trial Balances 
December 31, 1961 


Hartley §Wente 
Company Company 


Sundry assete’s.s.. cack weeivn arate eee 155,000 100,000 
Investment in Wente Company (90%)............. 45,000 
Cost/of 200ds:s0ldF fnantenicterin neers kee 380,000 200,000 
EEXPONS68 sac + sachs 'oys Wis « o eanig eu mes eee See 93 ,000 80,000 
673,000 380,000 
Sundry: liabilities 2.7.)5 252k. e anevemne otro ree ree 40,000 20,000 
Capitalstocle sth rcs tus 4 re Ure vehi See er ely a 100,000 50,000 
Retained earnings—December 31, 1960............. 30,000 10,000 
Ss): eet a eee AER 54 Sawer i. 54 be 500,000 300,000 
Gain onsale of stock. <5 + eeene cm ein Geen 3,000 


673,000 380,000 
156 
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Problem 23-2. Martin Corporation purchased 80% of Thomas Company 
stock several years ago, and the investment is carried on the equity basis. The 
stock was acquired when Thomas Company had retained earnings of $5,000. 
Just prior to the date of the balance sheets below, Thomas Company sold $40,000 
par value of its unissued stock to its employees for $68,000 in cash. 

Thomas Company earned $18,000 during the current year, but Martin Corpora- 
tion had not taken up its share of the earnings for the current year. No dividends 
were declared during the current year. 


Balance Sheets at End of Current Year 


Martin Thomas 
Corporation Company 


SUDGLYSASSOUS Erar it oStream eee $574,200 $333,000 
Investment in Thomas Company................ 200 , 000 

$774,200 $333,000 
Wapitaltstock rt) tec ©: .-. eee Ree on feet $600,000 $240,000 
iRremiuny Onicapital stocksh.<s. 4.55 450k ee 28,000 
Retained carmings. co. iscsi ae ee 174, 200 65,000 


$774,200 $333,000 


Compute the consolidated retained earnings as of the end of the current year. 


Problem 23-3. Circle Company purchased 90% of the stock of Oh Company 
when the latter company was organized in 1955. On July 1, 1961, it acquired the 
remaining 10% of the stock for $15,000. On October 1, 1961, Circle Company 
sold 20% of its interest in Oh Company for $30,000. 


Trial Balances—December 31, 1961 


Circle Oh 
Company Company 
SUEY A SBELS Maticicce sons Seeeter eta olat at ts een 156,600 150,000 
Investment in Oh Company (80%)................. 114,200 
CostomrOods SOl@ arn. eccrine eee oe 385,000 200,000 
Expenses’. |... nvinaarng- Wed ate apetaor aes tosha dc 90 , 000 76,000 
745,800 426,000 
Sundrysliabilitiesianc . wraps ste © 2 Ac yao mimary ioe 30,000 10,000 
Gapitalestockuem tac. tics eb sein ces aoe rane 150,000 100,000 
Retained earnings—December 31, 1960............. 41,000 16,000 
SUS ISTE Gh Sa OU Oe Se. Seder Oto fe ence cane 500,000 300,000 
Subsidiary 1NCOME......0 tates Rees ot spon ame 21,600 
Gain onesaleol Stocker vert ns see cts ene ene we 3, 200 


745,800 426,000 


You may assume that the net income of Oh Company was earned at a uniform 
rate during 1961. The parent company made it a practice to record its share of 
the earnings of the subsidiary quarterly. The following credit entries were made 
in the account for Subsidiary Income: 


1961 
March S10. $Oet te raat ONG ORG, ars ee $ 5,400 
PUM Oeacevoro y Cochin arr CLYOA art SAD AOE, oxo Oimomnare EO a cere 5,400 
September S0pms arttee.ar- ear BOOS OF SOs OOQ 5 9 creo 5 8.7 shor: 6,000 
December Ge wee se ee SOS ot $6 O00 ae ne Ae cette oes 4,800 
MPLS deakee toc ob tid bob oboe ROO by 0 en ORR EN Ec ee nee ec ee $21,600 


Prepare consolidated working papers. 
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Problem 23-4. 
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From the following information prepare a consolidated 


statement of retained earnings for the year ended December 31, 1962. 


December 31, 1962 


Sundryaassetses: a ae eaten 
Investment in Company Y at cost 


(QO: ee eu eee 
Investment in Company Z (90%).. 


Sundrysliabilitiesaaeee eee ae 
Capitalistocke eer ere eee 
Retained earnings—December 31, 
TOG lace... s cessor ge ogee A) cea een Seyi: 
Net income (loss*)—Six months 
ended Junes07196225.5---.. =: 
Net income—Six months ended 
December 31, 1962, excluding 
dividend sivanc acu: oer is ieee 
Dividends declared and paid during 
December, 1962 (* deduction)... 
Dividends received from subsidiaries 


Company X Company Y Company Z 


$450,000 $400,000 $350,000 
150,000 
130,000 
$600,000 $530,000 $350,000 
$300,000 $250,000 $200,000 
200,000 150,000 100,000 
72,000 91,000 40,000 
20,000 20,000* 30,000* 
10,000 70,000 50,000 
20, 000* 20, 000* 10,000* 
18,000 9,000 
$600,000 $530,000 $350,000 


As of January 1, 1956, Company X purchased 80% of the stock of Company Y 
for $120,000. As of that date, Company Y had capital stock of $150,000 and 
retained earnings of $20,000. On July 1, 1962, Company X purchased an addi- 
tional 10% interest in Company Y for $30,000. 

As of January 1, 1957, Company Y purchased 100% of the stock of Company Z 
for $150,000. As of that date, Company Z had capital stock of $100,000 and 
retained earnings of $30,000. On June 380, 1962, Company Y sold 10% of its 


interest in Company Z for $20,000. 


Problem 23-5. From the information given below prepare: 


(a) Consolidated statement of retained earnings for 1963. 
(b) A schedule showing the difference between cost and book value acquired 
in connection with the investments in Companies B and D. 


Balance Sheets, December 31, 1963 


Accounts receivable.............. 
Cash surrender value of life insurance 
Casheine banca wave corer np eee 
Deferred charges... scot ee 
IMVOntOrigs<is, siete. Seen een ee 
Investment in B Company—4,000 

SHALES aAbICOSts nen ae ommiaten eee 
Investment in D Company—800 

Shares, at, COSts stonroan ee 
Land, buildings, machinery, 

CquIpMent.stc.ca-1 or rere ee 
Receivable from D Company...... 


A Company B Company D Company 
$ 346,480 $ 132,740 $ 68,740 
15,480 
224,682. 59, 420 9,720 
14,620 6, 232 2,740 
462,000 267 ,032 109 , 630 
600 , 000 
200,000 
897 , 306 408,784 273,086 
16,836 
$2,560,568 $1,091,044 


$463 , 916 
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A Company B Company D Company 


WNecounts pay ablev ema ae oe $ 326,740 $ 127,630 $ 96,940 
Accumulated depreciation......... 370, 620 138,760 96,320 
Allowance for bad debts.......... 38,000 17,000 10,000 
Capital stock—common: 
10,000 shares of $100 each. ..... 1,000,000 

5,000 shares of $100 each...... 500,000 

1,000 shares of $100 each...... 100,000 
Retammed eGarmings... 2:5... .0055 oss 825,208 307, 654 143 , 820 
Payable to B Company........... 16,836 


$2,560,568 $1,091,044 $463,916 


A Company acquired 75% of the stock of B Company on January 1, 1963, for 
$562,500, and on July 1, 1963, a further 5% interest was purchased for $37,500. 
B Company acquired 80% of the stock of D Company on June 30, 1962. 


Retained Earnings 


A Company B Company D Company 


Balance—December 31, 1961...... $ 720,808 $ 285,672 $126,948 
Net operating income: 
Six months ended June 30, 1962. 8, 260 2,762 974 
Six months ended Dec. 31, 1962. 12,390 4,710 2,978 
Dividends on B Company stock re- 
ceived September 30, 1963...... 20,000 
Excess of proceeds of sale of H Com- 
pany stock over cost........... 50,000 
Net operating income: 
Six months ended June 30, 1963. 32,640 11,690 3,276 
Six months ended Dec. 31, 1963. 81,110 27 , 820 9,644 
$ 925,208 $ 332,654 $143,820 
Divadend sipaidvyee ts so. wciebsers « 0 tgn 100,000 25,000 
Balance—December 31, 1963...... $ 825,208 $ 307,654 $148 , 820 


A Company owned all of the capital stock of H Company from June 30, 1957 
to September 30, 1963. On the latter date, the stock was sold for $100,000, or 
$50,000 more than the purchase price. The stockholders’ equity of H Company 
amounted to $60,460 on June 30, 1957. By December 31, 1962, it had increased 
through earnings to $87,630, and by September 30, 1963, it showed further earn- 
ings, the capital stock and retained earnings then amounting to $93,920. 

The inventory of A Company on December 31, 1962, contained merchandise 
acquired from H Company, valued at $18,700, the sum billed by the latter com- 
pauy. The goods had been produced by # Company at a cost of $17,000. 


Problem 23-6. Prancer Corporation acquired control of S Co. on June 30, 
1959, by purchase in the market of 2,800 shares of its 4,000 issued shares of $100 
par value common stock. At that time S Co. had 500 shares of its own stock held 
as treasury stock and carried at par. 

On January 1, 1961, Prancer Corporation acquired 200 additional shares from 
a minority stockholder. On December 31, 1961, by agreement with the minority 
stockholders, Prancer Corporation acquired the 500 shares held in the treasury 
of S Co. 

The investment account of Prancer Corporation, at cost, shows the debits 


detailed on the following page. 
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June 30,/1959,"2)800 shares of SCo). 2. ye ee $394, 800 
January 1, 1961, 200shares of S Co. purchased from outsideinterests 35,000 
December 31, 1961, 500 shares of S Co. obtained from S Co..... 90,000 

Total encicccc VRAIS SE «ooo 3 IGRI eo se og acd a ene em $519 , 800 


The accounts of S Co. contained the following items: 


Paid-in Retained 
Surplus Earnings 


Credits 
Balance-=Junei30@l959).@ ee eee nee $ 74,300 $ 43,745 
Earnings—June 30 to December 31, 1959............ 35,306 
Barnings==1960.. 3-924... ot ee i = ee 60, 754 
Barnings==1961.. 0h: Mais) ee, ee ee ees ee 51,025 
Hromisaleroratreasunyastockcnen nin ee een 40 ,000 
Total... ae ei Rt OR AIS ieee $114,300 $190,830 
Debits 
Dividends paid—December 1, 1959................. $ 35,000 
Dividends paid—December 5, 1960................. 35,000 
Dividends paid—December 15, 1961................ 35,000 
ET Geb Se ry PE IE cont SERED sc cs a $105,000 
Balance=—Decemiber Sil. LOGU seer ete ieee eae $114,300 $ 85,830 


Compute the excess of cost over book value arising from the investments by 
Prancer Corporation in the stock of S Co. 


Problem 23-7. Hepworth Company and its subsidiary prepared the following 
statements. 


Income Statements 
For the Year Ended December 31, 1962 


Hepworth Randy 
Company Company 


Sales oc. teeta ae tc one Ree Aa en Rene $700,000 $501,000 
Costiof goods soldavas fay. eee a a, See 447,000 305,000 
Gross:profitvon sales). 0 css ene ore mae nee $253,000 $196,000 
Expenses: 
pellingvexpenses) 541m 5. borncs hah ro, ces ire ee $ 83,600 $ 71,900 
General expensesy, Sah, Sum akon eonceeian Get een 114,000 95,900 
Total CXDeEnSES Sia ase note. Tee et ie nee Coe $197,600 $167,800 
Net income from operations... ..veress..c.... 0. soe. $ 55,400 $ 28,200 
Dividend front supsidianvie crt ee ee 8,000 
INGUINGOM Es aeons acre src Uta ae ak RN PR ees $ 63,400 $ 28,200 


Statements of Retained Earnings 
For the Year Ended December 31, 1962 


Hepworth Randy 
Company Company 


Balances—December 31, 1961..................... $117,500 $ 62,400 
Netincoine iat aenads Ge oe eos eae 63 , 400 28,200 
Total a Pe rE Estee io Sica. 6 Serene Heh Soc b $180,900 $ 90,600 
Dividends paidtscs ni. : airmen benicar ee 50,000 10,000 


Balances—December 31, 1962..................... $130,900 $ 80,600 
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Balance Sheets 
December 31, 1962 


Hepworth Randy 


Mears Company Company 
Cashes anes Perth enr oe Meas 4, MS ERIN, CR ae $ 58,434 $ 29,300 
INGCOUUSHLCCELV ADLER VIO itt 0. bes HOt eaateeet 231,000 34,000 
ICT chy COM) DAM Vian aren ttt chy kek Arr Ge 7,500 
Inventory. . anges Masher aya chee 4 Helos tah abe 60,000 76,000 
Land and buildings—less depreciation.............. 155,000 
Machinery and equipment—less depreciation........ 111,000 125,700 
Investment in Randy Company (80%)............. 187,320 


$810,254 $265,000 


Liabilities and Stockholders’ Equity 


AGCOUD taupe VA CMM es ane en Bd ee $179,354 $ 51,900 
Ee py Ort De @o mp amya ce eer) ese vies ees do Oe we ees 7,500 
Capital stocks, fees 29 ok sh se Meta wise Seine aaa 500,000 125,000 
Retained earnings. 5 ...,......- ae ek ee 130,900 80, 600 


$810,254 $265,000 


On January 2, 1958, Hepworth Company purchased a 90% interest in Randy 
Company for $209,340, which amount equalled 90% of the book value of Randy 
Company as of January 2, 1958. On July 1, 1962, Hepworth Company sold a 10% 
interest in the subsidiary for $22,020. 

The business of Randy Company is nonseasonal. 

At what amount should the gain or loss arising from the sale of the 10% interest 
be shown: 


(a) in the 1962 financial statements of Hepworth Company? 
(b) in the 1962 consolidated financial statements of Hepworth Company 
and its subsidiary? 


Problem 23-8. Lowden Company owns 6,000 shares of stock in Tipton Com- 
pany. The December 31, 1960 balance sheet of the subsidiary revealed the follow- 
ing information: 


Capital stock—$20 par value; authorized, 10,000 shares; issued, 


S00 Banas heir 7% eset coennyes wy abe ciekr ese cig © an eee ks $160,000 
Mreasurystock——500 shares, at cost: .2.2..4-. 0.54.4 sees o 14,000 
Pa Gaines UL OES ern PIAS Se eh Ea Ae A ee AE Re, 10,000 
Retained earnings: 

Restricted—Reserve for sinking fund............... $51,000 

RNG E7S peo i i emt 38 let A Ts Onna asin ele 66 , 000 


As of January 1, 1961, the treasury stock was sold to outsiders for $20,000. 
As of January 1, 1962, the unissued shares were sold to the officers of Tipton 


Company for $38 a share. 
Net income amounts, from each company’s own operations, are shown below. 


Lowden ‘Tipton 
Company Company 
LOG Tete eae ee tera EE eae cesta: ches ie $62,000 $40,000 
LOGQE Been cp woeedtes cs . CIEE es ee ee eres it eget gs. 54,300 42,000 


Compute the consolidated net income for 1961 and for 1962, assuming that 
the subsidiary declared no dividends during 1961 and 1962. 


762 ASSIGNMENT MATERIAL—CHAPTER 23 


Problem 23-9. On January 2, 1961, Company F purchased 90% of the stock 
of Company @ and 80% of the stock of Company H. Wishing to acquire the 
remaining stock of the more profitable company (Company H), Company F, on 
June 30, 1961, disposed of 200 shares of its holdings in Company G for $160 per 
share and on the same date was successful in acquiring an additional 10% of the 
stock of Company H in consideration of the entire proceeds from the 200 shares of 
Company G stock. 

The investment accounts are carried at cost, except that the proceeds from 
the 200 shares of Company G stock were credited to the investment account. 

The following information was taken from the December 31, 1961 trial balances 
of the companies. 


Company 
F G iz) 
Gurrent assets qea Soon ie Oe eae 138,500 150,000 105,000 
Investment in subsidiary companies: 
Company G: 
Capital stoc Kepeecar. cctince ce atgeseeteue cities oe oes 220,000 
PNG MgO SEN ond DEREG Renae AMON On omoce eos 25,000 
Company H: 
Capital’ stock 24 wer oe eee oe 228,000 
Advancestt:) hut Wit SPS cries och ete 40 ,000 
Fixed assets—net of depreciation.............. 170,000 235,000 
Wxpenses’ oo ess oe 6 EEE eee 5,000 70,000 60,000 
Dividends (declared and paid in December).... 70,000 20,000 10,000 
726,500 410,000 410,000 
Accounts payable. cry daca ea) ae ee 235,000 40,000 25,000 
Sly orniniaw dnelon ct ee eee aes AL oe gee 25,000 40,000 
Capital stock: 
Company F—,000 shares.................. 300,000 
Company G—2,000 shares................-. 200 , 000 
Company H—1,000 shares................. 100,000 
Retained earnings—December 31, 1960........ 166,500 60,000 145,000 
FVEVENUES on Se voparortes «BS isi «ented st oocauge axe eee amenarn ~ 85,000 100,000 
Dividends recelvieda. ws qc eer ee 25,000 


726,500 410,000 410,000 


It may be assumed that the earnings of the companies for 1961 were divided 
equally between the two six-month periods. 
Prepare consolidated working papers. 


Problem 23-10. As of January 1, 1959, Promotion Company acquired 80% 
of the capital stock of Sunburn Company for $136,000, which was $16,000 in 
excess of book value. The excess was attributable to intangible assets carried on 
the books of Sunburn Company at no value. At acquisition, the management of 
the parent company believed that the intangibles would be of benefit to the 
subsidiary company for eight years. 

As of January 1, 1961, Promotion Company sold a 10% interest in Sunburn 
Company for $15,000. 

There were no intercompany sales during 1961. However, there were inter- 
company sales made by Sunburn Company during 1960, and as a result there was 
intercompany profit in the December 31, 1960 inventory of $1,200. One-fourth 
of the goods purchased from Sunburn Company during 1960, and unsold as of 
December 31, 1960, remained unsold as of December 31, 1961. 
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The December 31, 1961 trial balances of the affiliated companies follow. 


Promotion Sunburn 


Debits Company Company 
Cashin te eae eet ce 30,000 20,000 
IRGCelVaDLesme tte ve oe are eee tte ee mee ORG. 54,000 30,000 
Inventory—December 31, 1961................... 70,000 50,000 
Investment in Sunburn Company (70%)—at cost... 119,000 
NIXCOMASSECS = MCU Moen. = cok ee ane als ot enue cit 200,000 90,000 
CostoiseOOds sold ane) ee ee 580,000 210,000 
XD ONS CS eee renns oe ee oe EEE 180,000 100,000 
IO SRLONSAl oO TISGOCK Scar rachel Ana eyes ea ricci te 2,000 
Drvidendsppaldiae i GNacanbetde ot Lees ole 15,000 
1,250,000 500,000 
Credits Sy GAN St we ae 
AceountsipayablensAle., . eee Gk. ae. en ee he 50,000 60,000 
Capitalestocucr enya eer heen ae gee .... 800,000 100,000 
Retained earnings—December 31, 1960............ 100,000 40,000 
Salesmaeemree te et eR a ee ee 800,000 300,000 


1,250,000 500,000 
Prepare a consolidated income statement for 1961. 


Problem 23-11. The December 31, 1962 trial balances of Schmidt Corpora- 
tion and its 85%-owned subsidiary are presented below. 


Trial Balances 
December 31, 1962 


Schmidt Seyfried 


Debits Corporation Company 
(OEP S :ieno ae StROn nee BeAr Bole Teegarden ee 21,600 8,900 
Accounts receivable............ =) 6 cont > Ae eee 68,400 27,000 
Inventories—December 31, 1962................. 70,600 36, 800 
Brena dvexPEnsesuvemiate sete cts clits 8,100 2,600 
Investment in stock of Seyfried Company—at cost. 71,400 
Lian Cee te. Ate atest, SORA. Souk fe tance 30,000 
Bila in gSie ates etd seed Ge Meer ahaa cares Sins 85,400 
urnitune,andsequipmen tj.q.cc. eee ecru sea cpats ai 79,600 48, 200 
COS tot POOUSESO| One ceo. a a Me oi iat tao or: 347 , 800 141,500 
OperavingvexPensesan- ose en gs Occ 130,900 50, 200 
Divadendsspald rete: tant tis ack errnds Ate ter, Bie esc 20,000 10,000 
933,800 325,200 
Credits 
Accumulated depreciation cs eecae sp wd Jota 41,400 10,700 
NECOUNtS SPAY AO Gs=-a ee etre tod eens ce 59,000 8,400 
INGCCTUCOKEXD CNSCS atc a ei aM The es aie os 9 8, 600 3,800 
Capital stock—$10 stated value................. 200,000 60,000 
PaidsinisunplUsies ovis omer atioks rere as sna co 10,000 
Retained earnings—December 31, 1961........... 105, 200 27,900 
Salesee eyes eel ec cbela cchnce etna tales itis teal state 511,100 204, 400 
Dividends Fecelveter mms eee ee rere tats cr 8,500 


933,800 525,200 


Schmidt Corporation owned all of the outstanding stock of Seyfried Company 
as of December 31, 1961. The investment was acquired when the retained earnings 
of Seyfried Company amounted to $19,000. 
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As of January 1, 1962, 900 unissued shares of Seyfried Company stock were 
issued to the officers of that corporation for $19,000. 
Prepare consolidated working papers. 


Problem 23-12. American Company and its subsidiary, National Company, 
close their books annually on June 30. On June 30, 1961, the adjusted trial bal- 
ances were as follows: 


Trial Balances—June 30, 1961 
American National 


Debits Company Company 
COLT Mee Scheme tenner rie eee toes Se Bel, bas 8,250 31,000 
Accounts receivable—net.............---2-+e-5ee- 15,000 23,500 
Inventory— June 30 1961 ae eae eee ere 33,000 27,000 
Brepaldxexpenses aswciicc m aceasta ea eee 2,000 4,000 
Investment in National Company—90%............ 229 , 950 
Fixed assets—net of depreciation................... 180,000 185,000 
Cost of woodsisoldierny. se eet ne esas arena aa 360,000 200,000 
Sellingvex pense saree. asso wane aur thesis aajee ee ener 60,000 50,000 
Administrativevexpense: a5. or elses osileiele ol iereyetteetere 50,000 30,000 
Dividends aya tioctubes coc0 ch i PR ee Oe eee 25,000 9,500 
963,200 560,000 
Credits ere 
Accounts payable sagueee ne a etle cke, Teeter ee 29 , 250 15,000 
Capital’stock—=no parivalue fon ert ei eee iae 300,000 200,000 
Retained earnings—June 30, 1960.................. 120,000 45,000 
Bales oe core tus or crm ne inert ecm a teas oa 500,000 300,000 
Income from investment in subsidiary.............. 13,950 


963,200 560,000 


National Company reports its earnings quarterly and pays dividends semi- 
annually. For the year ended June 30, 1961, the earnings and dividends of the 
subsidiary were as follows: 


For Three Months Ended Net Income Dividends Declared and Paid 
September 30, 1960........... $4,000 

December 31, 1960............ 5,000 $4,500 

Marched lei OGUboger: ane 5,000 

June BO! TP OCD PAP oe secs 6,000 5,000 


An analysis in T-account form of an account in the ledger of American Com- 
pany is presented below. 


Income from Investment in Subsidiary 


9/30/60 

12/31/60 5,000 
3/31/61 4,500 
6/30/61 5,400 


National Company was organized by American Company several years ago 
when it invested $180,000 for 45,000 shares of no-par stock. As of January 2, 1961, 
with the expectation of expanding the business of the subsidiary in Canada, the 
parent company approved the sale of 5,000 unissued shares of National Company 
stock to Canadians for 20,000 U. 8. dollars. 

Prepare consolidated working papers for the year ended June 30, 1961. 


Assignment Material for Chapter 24 


Questions 


Question 24-1. Under what circumstances will the consolidated net income 
be affected as a result of intercompany bond purchases? 


Question 24-2. Is the minority interest ever affected by the acquisition of 
intercompany bonds? 


Question 24-3. Describe the conditions that will lead to a “gain from acquisi- 
tion of intercompany bonds”’ appearing in the consolidated income statement. 


Question 24-4. Summarize the rules usually followed whenever it is neces- 
sary to apportion the retained earnings between the preferred and common stock 
equities. 


Question 24-5. It has been suggested that, instead of showing in the consoli- 
dated balance sheet only the amount of bonds not intercompany-held, details 
should be presented as follows: 


Bonds payable. . Prats. opie had ited: Aakete dae $100,000 
Less bonds intercompany- ANE (3 (Ae cy en eee ee RU 10,000 
Bondsinvhands. of publicyernc see. Sears See eee: $90,000 


Can you think of any reason why such a balance sheet presentation might be 
desirable? 


Problems 


Problem 24-1. Company S issued $300,000 par value of 4% bonds due 
January 1, 1963. As of January 1, 1960, Company P (which owned 100% of the 
stock of Company S) purchased $100,000 of the bonds at par. The total unamor- 
tized bond discount on the subsidiary’s books on January 1, 1960, was $2,700. 

Prepare a working paper showing the adjustments and eliminations that should 
be made on consolidated working papers for each of the years ended December 31, 
1960, 1961, and 1962 as a result of the intercompany bond holdings. 


Problem 24-2. Lyon Corporation owns 100% of the capital stock of Publica- 
tion Company and 100% of the capital stock of Travel, Incorporated. On January 
1, 1953, Publication Company issued $500,000 par value of ten-year 5% bonds 
at 102. On July 1, 1960, Travel, Incorporated acquired $100,000 par value of these 
bonds at par. The issuance premium had been properly amortized on the straight- 
line basis by Publication Company. 

Prepare a working paper showing how the bonds, the interest thereon, and any 
gain or loss resulting from the purchase of bonds would appear in the consolidated 
statements for the years ended December 31, 1960, 1961, and 1962. 


Problem 24-3. Large Company owns all of the outstanding stock of Small 
Company. The December 31, 1959 balance sheet of Large Company revealed the 
following information concerning an outstanding bond issue: 


Bonds payable—314 %—Maturing January 1, 1963............. $150,000 
Unamortized. bond aiscoultecncn sss. a ce core one ee eae 2,700 
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As of December 31, 1959, Small Company purchased one-third of the out- 
standing bonds of Large Company for $49,700. The December 31, 1959 interest 
coupons were removed by the seller. 

Prepare a working paper showing the adjustments and eliminations that should 
be made on consolidated working papers for each of the years ended December 31, 
1959, 1960, 1961, and 1962 as a result of the intercompany bond holdings. 


Problem 24-4. Solve Problem 24-3 with the following revisions in the prob- 
lem data: 


Date of purchase of bonds by Small Company—November 1, 1959. 
Price paid for the bonds—$50,760, plus accrued interest. 
Bond interest rate—3 %. 


Problem 24-5. Woody Company acquired 80% of the 1,000 outstanding 
shares of common stock of Bates Corporation on June 30, 1959 for $125 per 
share. On this date, the stockholders’ equity of Bates Corporation consisted of 
the following: 


Common stock—-$100ipar:valuetnas sees ease ee See ee $100,000 
5% cumulative, nonparticipating preferred stock—$100 par value 200,000 
Retained earnings...) 04 pach ie hei ee 28,000 


Dividends on the preferred stock had not been paid during 1959. 
On December 31, 1961, the stockholders’ equity accounts of Bates Corporation 
contained the following balances: 


Commons stockings creisace sos cise Hey ied Roti REE een $100,000 
iPréferredkstockea. tsar cee iberiea ree cat an eee 200,000 
Retained: earnings cr cho cpicgevas cA RIC osu aemac Oia eee ee ee 14,000 


On this date, Woody Company purchased 1,000 shares of preferred stock of 
Bates Corporation for $108 per share. Dividends on the preferred stock had been 
paid for 1959 and 1960, but no preferred dividends had been declared or paid 
during 1961. 

The retained earnings of Woody Company on December 31, 1961, were $42,600. 
The parent company carried the subsidiary stocks at cost. 

Prepare suitable schedules showing the following as of December 31, 1961: 


Minority interest. 
Consolidated retained earnings. 


Problem 24-6. Arnold Company owns 90% of the 5% preferred stock and 
80% of the common stock of Raymond Corporation. 

The preferred stock, which is cumulative but nonparticipating, was acquired 
in 1954, when Raymond Corporation had a deficit of $6,500 and was three years 
in arrears on its preferred dividends. Arnold Company paid $103,500 for the 
preferred shares. The common stock was acquired early in 1957, when Raymond 
Corporation had retained earnings of $41,200. No dividends had been paid on the 
preferred stock in the interim, and dividends were in arrears for six years. During 
the next five years ended December 31, 1961, Raymond Corporation earned 
$62,450 and paid six years’ dividends on the preferred stock. 

Data from the December 31, 1961 trial balances of the two companies are 
presented on the following page. 
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Wurrentrassets ses ot eee te tore 


Investment in Raymond Corporation: 


(Pretenreasstocic ie ees sia wy. © eee. ae 


Dividends: 


Ontpreferredee acti 6 rere ae ee 
OnFeONTIMO Ise ee ee ee ne ee, 


Currentiabilitiesin 2.5.45 «cas u erat sie e 
Preferred stock—$100 par value............. 
Common stock—$100 par value............. 
Retained earnings—December 31, 1960....... 
Income: from; operations: 2.20.4. a6) «eat 4 
IDividendbin come. teach oes ee es 


Prepare consolidated working papers. 


Problem 24-7. 
and its 75%-owned subsidiary on June 30, 1961. 


UX DONS OS 5 lage lt A Pia ce eS cy eR A 


Balance Sheets—June 30, 1961 
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Arnold Raymond 
Company Corporation 
.... $93,000 $ 49,250 
me 90,000 
ee l2 5400 
.... 254,600 341,250 
nes: 70,000 46,000 
sa 10,000 
ee 15,000 
$695,000 $446,500 
.... $ 41,600 $ 16,850 
i: 100,000 
.... 600,000 200,000 
ew (545400 69,650 
atte 90,000 60,000 
eg 9,000 
$695,000 $446,500 


Following are condensed balance sheets of a parent company 


Arlington Hawthorne 
Ascate Company Company 
DSUNdtVaaSselsa. eames een ern cope eaerene $196,200 $578,400 
Investment in stock of Hawthorne Company—at cost 250,000 
Investment in bonds of Hawthorne Company— 
SOO OCOMDAEAE Mee. eee eee nn ae 34, 850 
$481,050 $578,400 
Liabilities and Stockholders’ Equity Pa tat SSE SET 
Sundry,labilities,. erie. sae. wees. ae eR ee $ 65,150 $ 82,500 
BOnUSHDAV AD Ga crcl nist seed semitone di iain eee 100,000 
Premiumronsbonds payable wa.esa s.r ase ee 900 
Wanitalestockompeeence ae oe eee eases or 2 300,000 300,000 
RETAIN eOMe a ININ Sea wiry: Hasan 6 fe orks Hee 115,900 95,000 
$481,050 $578,400 


Hawthorne Company’s retained earnings at the date of acquisition were 


$26,500. 


Prepare a consolidated balance sheet as of June 30, 1961. 


Problem 24-8. Able Corporation owns 80% of the capital stock of Baker 
Company and 90% of the capital stock of Charles Company. On December 31, 
1953, Charles Company issued $100,000 par value of ten-year 4% bonds at 98. 
On January 1, 1961, Baker Company acquired $30,000 par value of these bonds 
at 102. The issuance discount has been properly amortized on the straight-line 
basis by Charles Company. You may assume that Baker Company will properly 


apply the straight-line basis of amortization. 


The amounts shown as net income in company financial statements are set 


forth on the following page. 
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Able Baker Charles 
Corporation Company Company 
$20,000 $16,000 $10,000 
22,000 14,000 15,000 


No dividends were declared by the companies in 1961 and 1962. 


Compute the consolidated net income fo 


Problem 24-9. Upper Company acqu 
subsidiaries were organized. 


Subsidiary 


Base Company 
Bottom Company 


r each of the years 1961 and 1962. 
ired the following holdings when the 


Cost Per Cent 
bite see $30,000 75% 
Re a ter eS 27,000 90 


The bonds owned by Bottom Company were purchased on December 31, 1960, 
for $19,250. They bear 5% interest and mature December 31, 1963. 

Prepare consolidated working papers for the year ended December 31, 1962, 
making use of the following data taken from company statements for 1962. 


Net income before interest 
Interest expense 
Interest earned -«: 6. ace are Peas ee 
Retained earnings— December 31, 1961 
Sundryyassets:: 208), a eae eee 
Investment in subsidiaries: 

Basel Companya(i5 75) see 

Bottom Company (90%)... ..=....-. 
Investment in bonds of Base Company 
Unamortized bond discount 
Bonds payables ive. ..aet tie nena 
Accounts payable 
Capital stock 


Problem 24-10. 
as of December 31, 1961, you are to prep 
consolidated working papers. 


Company 
Upper Base Bottom 
eee Ae. $ 1,000 $ 10,000 $20,000 
Arata 6,000 
eee 1,250 
2 6,000 8,000 41,250 
nana 22,000 155,000 75,750 
eee: 30,000 
see 27,000 
Ems, 19,750 
retin, 1,000 
Hho de 100,000 
MALLE 2,000 4,000 3,000 
eS ae 70,000 40,000 30,000 


From the following trial balances and additional information 


are the Income Statement section of 


P Company S Company 

Debit Credit Debit Credit 
Oagh Septee oe). Sar aece tn, och Aneta eee 23,000 30,000 
Accounts’ receivable................5e.05 94,000 60,000 
Inventory—December 31, 1960—cost...... 140,000 51,000 
Investment in stock of SCompany.. ..... 175,000 
Investment in bonds of S Company....... 51,800 
Other assets, including notes receivable.... 445,000 210,000 
Gusrentslia bilities aesan aie nee 163 ,000 17,100 
Bonds payable=—-O Za een. thon eet ee 200,000 
Unamortized bond premium.............. 5,400 
Dalégy tlw ll i gra ented to eee ee AP 630,000 340,000 
Purchases dash-. speeiy peat: eae eee ore 450,000 300 , 000 
Operating expenses), tu.4 steno eee 92,000 70,000 
Other expenses, including interest......... 22,000 15,500 
Interest and dividends................... 12,800 
Dividends:paidy. 4jinie. a eee 20,000 10,000 
Retained earnings—December 31, 1960... . 107,000 84,000 
Common ‘stockait ana tee oe 600,000 100,000 


1,512,800 1,512,800 746,500 746,500 
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Additional information: 


1. The investment in stock of S Company represents a 90% interest in the stock 
of S Company which was acquired January 1, 1961 for $175,000. At the same time, 
$50,000 face amount of bonds of S Company were acquired for $52,000. These 
bonds had been issued as of January 1, 1951 at 106 and are due January 1, 1971. 
S Company has recorded the amortization of the bond premium applicable to 
1961 as an adjustment of interest expense. The stock and the bonds were not pur- 
chased from S Company, but from the public. 

2. Included in the Purchases account of P Company is a total of $100,000 of 
goods bought from S Company at 120% of cost to. S Company. The closing inven- 
tory of P Company is estimated to include the same proportion of these pur- 
chases as of other purchases. 

3. Inventories at December 31, 1961, at cost to each company, were: 


JAN CON R AYO Ue a ee ce eo Ro CR oh RL $81,000 
ISAC OMAN eras hye, ESS TLUIS, Sicucuc mcm, we nc OU eas pw oe 79,000 


Problem 24-11. Monroe Company owns 88% of the stock of Dutton Com- 
pany, and takes up its share of the subsidiary’s earnings, losses, and dividends 
through its investment account. 

Trial balances of the two companies on December 31, 1961, are presented below. 


Monroe Dutton 


Debits Company Company 

(COIN: y ONG 2 Ge Ane 1S a 39,400 16,950 
FA CCOUTUESET CCOLV ADU scr. ue a coup epos a, os Sed aS ors 130,500 56,110 
Dutton Conipary ASE... . IRRe aed. asi AUR ec 31,850 
Inventory—December 31, 1961.2.5........2.00020+0% 59,600 51,150 
Pan cand: PUIG eset. tee een ure ete errer  g 186,750 
Machinery angsequipment: seer om: f. cates. 5). 2 nce 85,100 103,500 
Investments in Dutton Company: 

Ser oe eee CTE ee te 66,210 

Ie A al at par pene MOGO! tects Sec c econt: 12,000 
SHOU Loray? [AOSV a bh whee ote allemaal hte on tariee eRNe rae Pare oe 5,000 
Cost Olsalestaete tase ie BR eee ee 571,170 216,410 
Sellingiexpeonsesretactec os Aras aati asee eG 95,190 31,250 
GonerawexDensesiead io. oie en ee a san eae ene 64,500 21,000 
Bond pit verestrexPOUsey se. 6 ceeds wat tre ee cra egspegonsite/s 7,500 3,500 
MOS SPOIESUIDSICUAT VER os Ae user er ees larce nenrenare oon 3,960 
Divi en csnpale se cert se oe cgeneat ete ci teraices ie erates 20,000 

1,373,730 504,870 
Credits ara 

Accountsspayablesmass ten see apr raicts caret eons 60,425 59,860 
MOnTtGOe, COMPaUyiewemat t eeewseS So ie oct 14,350 
ANccumulatedsdepreciation a..2 eta. sy) gece) Pans woo 86,100 23,500 
Bonds payables. 570. fae ote ee nee AE aes 150,000 60,000 
(etopare! porRSseeN ieee ea ws Goma oe on Sone 5 Oe? ogo Bone 900 
PPTCLerReGuetOc kes acre hoa eye mee esa neh vara 100,000 
(GCOTMIMONEStOC IMRT Sein ei a es cee ots 140,000 100,000 
Retained earnings—December 31, 1960.. PASE os ra 29,870 21,400* 
SIGCSE CEERI: RIM RNEE et jer tic SRS NM EATER 806,615 267,660 
Bond interestvearnedinys mete ath cis oan eid 720 


1,373,730 504,870 
* Debit balance. 


The $17,500 difference in the intercompany accounts results from the debits on 
the books of Monroe Company shown on the following page. 
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December 31—Sinking fund deposit made"for Dutton Company on 


guaranteed bonds of the latter..............-- $ 5,000 
December 31—Sale to Dutton Company, not received by Dutton 

untill 1962 <eost.~$9;800) ie ae ete te en ieretered = 12,500 
Total nities ee Een ee a $17 , 500 


The above was the only intercompany sale during 1961. 
Prepare consolidated working papers. Do not use pennies in the working papers. 


Problem 24-12. From the following trial balances and supplementary data, 
prepare consolidated working papers. 


Trial Balances, December 31, 1961 
Company X Company Y Company Z 

Investment in common stock: 

Company 4 (90.04) eee ae 110,000 

Companye2a(9574) seer ete eee 110,000 
Investment in preferred stock: 

Company Y (40%) (par and cost) 10,000 
Investment in bonds: 


Company Yo. cgi nrosteee er 50,000 

CompanyZoe ne ter eee ie 49 ,050 
Land, buildings, and machinery— 

net of depreciation............. 367,000 225,000 250, 000 
TavVientOrieser tt cere ie eee 80,000 50,000 70,000 
Accounts receivable.............. 50,000 40,000 50,000 
Cash sek eats rc ata ea arya 40,000 20,000 35,000 
Bondkciscoumts vevtenusuuacs vse a 5,000 
Purchases—Materials............. 418,000 260 , 000 300 , 000 
Directslaboreatetc2sc.aode sue asks 365,000 240 , 000 210,000 
Manufacturing expense........... 227 , 550 199,000 168,000 
Selling and general expense........ 80,000 50,000 60,000 
Bond interest expense............ 3,000 4,125 


1,956,600 1,092,000 1,147,125 


Capital stock: 
Nonparticipating 6% preferred, 


DOMVOUING sagan tae e ee oe 100,000 25,000 50,000 
Commotieentay: hte tase cro ee 400 , 000 50,000 50,000 
Bonds payable—10-year issues..... 50,000 75,000 
ACCOUNTS Paya blemee neti is deletes 62,500 80,000 89,990 
Sales vencs-: antes eae cec ence ree 1,215,000 800 , 000 825,000 
Bond interest earned............. 3,000 
Retained earnings................ 176,100 87,000 53,760 
Bane premiums oa tes eee eh en 3,375] 


1,956,600 1,092,000 1,147,125 


Company X’s investments in subsidiaries are further commented upon as 
follows: 


Common stock of Company Y, acquired January 1, 1960, and carried at cost. 

Common stock of Company Z, acquired January 1, 1961, and carried at cost. 

Preferred stock of Company Y, acquired January 1, 1961, and carried at 
cost; no dividends in arrears at date of acquisition. 

Bonds of Company Y, acquired from Company Y at 90 on the date of issue, 
January 1, 1961. 

Bonds of Company Z, issued January 1, 1961 at 105; $50,000 par value 
acquired by Company X on July 1, 1961 for $49,050. 
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On December 31, 1960, Company X’s inventory contained finished goods on 
which profits had been made by Companies Y and Z in the respective amounts of 
$2,000 and $3,000. 

The Retained Earnings accounts of the three companies are analyzed as follows: 


Company X Company Y Company Z 


Balance—January 1, 1960......... ~ $128,750 $63,000 _ $26 , 660 
Dividend on common stock from 
Companye- ees. ee 2,700 
Net income from operations....... 87, 500 33,000 39,100 
PUA Re oy 0) on a ee oe $218,950 $96 ,000 $65, 760 
Dividends paid on: 
Commonrstocks feu): cn eae $ 24,000 $ 3,000 $ 3,000 
Preferred stocks. =. .0 fe. ce 1,500 3,000 
Raotalteerw) cee: = cae eee: $ 24,000 $ 4,500 $ 6,000 
Balance—December 31, 1960...... $194,950 $91,500 $59 , 760 
Dividends received: 
Company Y: Common.......... 2,700 
Preferred. G2. «45 600 
Company Z: Common.......... 2,850 
Discount on Company Y bonds pur- 
CHASCO Ewe meters wna ik 5,000 
LAX fe ag ae et a i eld A ek $206 , 100 $91,500 $59 , 760 
Dividends paid—December 31, 1961 
—on 
Common iin: Oss. cherie ee $ 24,000 $ 3,000 $ 3,000 
Preternecmers sytney 6,000 1,500 3,000 
oO tale tea catnip aha fa eet $ 30,000 $ 4,500 $ 6,000 
Balance—December 31, 1961...... $176,100 $87 ,000 $53 , 760 


The accounts receivable and accounts payable include, on December 31, 1961, 
intercompany accounts as follows: 
Per Books of 
Company X Company Y Company Z 


Owed by Company Y to Company X_ $ 14,250 $14, 250 
Owed by Company Z to Company X 11,500 $13,000 


Company Y has paid its bond interest for the year; Company Z has paid its 
interest to outside bondholders and has credited Company X with the interest 
due that company for the year. This accrual has not, however, been taken up 


by Company X. 
Intercompany purchases and sales during the year ended December 31, 1961 


were: 


To Company 
D6 Y Z 
By Company: 
‘ser $25,000 $35,000 
SCO Pc is race AE eres ENTE IEEE Ce: DRE .. $40,000 20,000 
AE ten a Sa ge a ee 60,000 50,000 


The inventories of the three companies at the beginning and end of the year 
are summarized on the following page. 
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Summary of Inventories 


Company X Company Y Company Z 


December 31, 1960: 


Materials...... 
Goods in process 
Finished goods. . 


$80 , 000 


December 31, 1961: 


Materials...... 
Goods in process 


Hinishedygoodsrenneee ren ae 


a Se ee $25 , 000 


tab andes a 30,000 
20,000 


$15,000 $10,000 
20,000 30,000 
15,000 30,000 


350,000 $70,000 


$12,000 $15,000 
17,000 25,000 
31,000 25,000 


375,000 


$60,000 $65,000 


Unrealized profit in inventories on December 31, 1961: 


Profit Made by 
Company 
xX Ve Z 


Materialaiat t-te occ bande Steere eee $3,000 $1,000 $2,000 


Goodsiiniuprocess? 22a ee ae ot ee 
Finishedi goods)... .2.5<.nasmhee tee cee eee 


2,000 1,000 1,500 
1,500 3,000 2,505 


$6,500 $5,000 $6,005 


Assignment Material for Chapter 25 


Questions 


Question 25-1. List some reasons that might justify the exclusion of a sub- 
sidiary from consolidated statements. 


Question 25-2. Under what circumstances, if any, is it considered undesirable 
to include foreign subsidiaries in consolidated statements? 


Question 25-3. State the criteria to be applied in deciding what subsidiaries 
to include in consolidated statements. 


Question 25-4. Is it considered acceptable to consolidate jointly owned 
companies? 

Question 25-5. What limitations detract from the usefulness of consolidated 
statements? 


Question 25-6. List the main distinguishing features of the entity theory of 
consolidated statements. 


Question 25-7. Under what circumstances may combined statements prove 
useful? 


Question 25-8. Discuss the position taken by the Committee on Accounting 
Procedure in the matter of unconsolidated subsidiaries. 


Question 25-9. Are there any basic differences in consolidation procedure 
when the subsidiary has been acquired in a pooling of interests? 


Problems 


Problem 25-1. The trial balances of a parent company and its 80%-owned 
subsidiary are presented below. The parent-subsidiary relationship has existed 
for one year only. Any excess of cost over book value is assignable to goodwill. 


Trial Balances 
December 31, 1961 


Vapor Strato 
Company Company 


Debits 
GAN ie, 2 BO Ree Pelee eo re 35,000 60,000 
INCCOUMMUS TECEIVA OIC oo8 carrey ccs eee et ase ree eee 87,000 49,000 
Inventory—December 31, 1961..........2...4..... 180,000 135,000 
Investment in stock of Strato Company (80%)—at cost 184,000 
SDE oA G RSS AYO (oh Sacpesic.c.'o le, SEER a A ue RON ROR Le mci cee 18,000 9,000 
COstiOlee OOUSISOLG Nee 8, ot eene nate then yee 402,000 219,000 
HORSES eRe Re es eas hey Soe Sd ee ete See 93,000 44,000 
999,000 516,000 
Credits “Swit Le Tite. 
INCCOUMES! Daya DIEe onic ciscunet aes ster Sete oro. 31,800 30,000 
Cait sh Stee INL uc ese oe Chcknety cuamoieinys no nune teats 300,000 150,000 
Retainediearnings ta... cA ena ei ee ee cheese 105,000 60,000 
Sales Me shes WAN PO be. 2). AY as oe Me hs eS 555,000 276,000 
Divacdend iro mesic! dl ativan renee eet een en a ie 7,200 


999,000 516,000 


Required: Consolidated working papers, following the entity theory. 
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Problem 25-2. The trial balances of a parent company and its wholly-owned 
subsidiary are presented below. The acquisition was made by issuing 15,000 
shares of Cumulus stock to the shareholders of Stratus Company. The parent- 
subsidiary relationship has existed for one year only. 


Trial Balances 
December 31, 1961 


Cumulus Stratus 


Debits Company Company 
Oashet 2s Avy Siar it AA ee ae ee eee iene ee 111,000 60,000 
Accounts TecelVabl ese ra ni eran te eee 87,000 49,000 
Inventory—December 31, 1961.................... 180,000 135,000 
Investment in stock of Stratus Company (100%).... 150,000 
Dividendsexih. We ah Sean Be 2 Se ee ae hoe 18,000 9,000 
Costiotpoods' solder orate rats em nae eee 302,000 219,000 
EOXPENSOS ee ree re ee tern A ee ee rem ce 93,000 44,000 
941,000 516,000 
Credits “a wietit aonkned 
Necoun ts PAY Able wodoee erreurs eee ee 57,000 30,000 
Capital stock—$10 stated value.................... 300,000 150,000 
Retainedtearnings tes aie earthen ARCnet ore eee ae 150,000 60,000 
Saless 5 ate ch oe ee ee eee ee 425,000 276,000 
Dividendstromesubsidiatyvar tat i eee ee 9,000 


941,000 516,000 
Required: 


Consolidated working papers, assuming a pooling of interests. 


Problem 25-3. The December 31, 1962 trial balances of Snow Corporation 
and Meteor Company are presented below. 


Trial Balances—December 31, 1962 


Snow Meteor 
Debits Corporation Company 
Cash?) Sant Sa kets no. oo cce eer Sees ra 21,600 8,900 
Accounts receivable—net....................-.. 58,400 27,000 
Inventory—December 31, 1962.................. 50,600 36, 800 
Prepaid expenses™....2.0> sancti eee ee 8,100 2,600 
LTV hese ein See eta eb Marthe MRM as. oe 30,000 
Building. AA eters, rons ey Re ve cae oe 85, 400 
Hurnicure rand equipment. serene 79,600 48,200 
Costiot goodsisolds:.. co naacessertotmine | ion eee 247 , 800 141,500 
Operating expenses... SNR 9a) <tr ee. Seek Oe 128,000 30,200 
Dividends paidieen toch teen soe re ener eee 20,000 10,000 
729,500 305,200 
Credits 
Accumulated depreciation.....................-.. 41,400 10,700 
Accounts payablesn eae mos os. cence or eee 13,200 8,400 
Aceniéd sex pensest nc.n 05 Aiea eee rer eee 8,600 3,800 
Capital stockit (OM. .2ans: -aece eee ka eh ee 150,000 60,000 
Paid-in surplus (Premium on original issuance)... . 10,000 
Retained earnings—December 31, 1961........... 105, 200. 27,900 
Sales... ..0 SOR Teas, ates cee Wena hh nen ean 411,100 184,400 


729,500 305,200 
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Snow Corporation has completed negotiations with the stockholders of Meteor 
Company whereby, as of December 31, 1962, Snow Corporation will issue $55,000 
of additional capital stock in exchange for the $60,000 of outstanding capital 
stock of Meteor Company. 

Assume that such exchange occurs and that the transaction may be classed 
as a pooling of interests. 

Prepare the December 31, 1962 consolidated balance sheet. 


Problem 25-4. The trial balances of a parent and its 80 %-owned subsidiary 


are presented below. The investment was acquired at the beginning of the current 
year. 


Trial Balances 
December 31, 1961 


Red Green 
Debits Company Company 
CE toed Ged c De CRO coe TORE ae en ee 37,000 22,000 
Accounts receivable—net..................2...005. 29,890 42,400 
NCVADGES tOndUDSICIArVennwn. nena ase ase ee 15,000 
JOANNA cae OSes ae ee eee ee ee ee ee 36,000 43,300 
Investment in Green Company (80%).............. 90,760 
FUG] ULNA CD eee ee Meech scien ihe oD de aca Moe fy cg 64,000 40,000 
1D aie (ONG Sig aca: catenin tenia te uae Min am ei iar acre bo 2 9,000 3,600 
CostromrOCdssOldlg yee. A we oe tee eee 235,000 137,500 
Depreciation expense: \A.) 6 eee ue ene se 7,680 4,800 
ALEOLDOIMESDCUAOS. nana tanh wei incite el aes 97,320 85,000 
621,650 378,600 
Credits a 
ACCOUNTED EV ADC UM aera cate ents See rote ane 33,095 8,250 
AAVAN CES TOMY PAreNU ta a fe fatty ee cinn fo a tenes 15,000 
MECH ALCOIAeDEECIATION. «4.7 (54. tse saan es oe 21,300 18,900 
Capitals Stocksp ere etn Aor epee PEMA Me 150,000 90,000 
Retained earnings—December 31, 1960............. 64,375 14,450 
Sales, including intercompany sales of $20,000....... 350,000 232,000 
TVIC ENS etrOM: SUN AICIALY, aoe eine ectrrne es fue do ee e ae 2,880 


621,650 378,600 


Additional information: 


The advances are noninterest-bearing. 

The excess of cost over book value was attributable to a belief on the part 
of the parent company that a portion of the equipment of the subsidiary 
was worth more than its carrying value. The equipment thus undervalued 
in terms of market values had a remaining useful life of six years when 
the parent acquired its interest in the subsidiary. 

Intercompany profit in December 31, 1961 inventory of Red Company— 
$400. 


Required: 


Consolidated working papers, following the entity theory. 
Consolidated balance sheet. 


Problem 25-5. Refer to Problem 22-9. Prepare the Minority Interest section 
of the December 31, 1962 consolidated balance sheet in accordance with the 


entity theory. 
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Problem 25-6. From the following condensed balance sheets on December 
31, 1961, prepare working papers for a consolidated balance sheet. 


Company 
A B Cc D 

Currentiassetss3 nee eee $ 45,000 $35,000 $12,000 4% 40,000 
Fixed assets saccnu o ena eee 65,000 50,000 70,000 75,000 
Investment in subsidiaries (100%): 

Company. Baa oot ee 50,000 

Company. Caren ee 40,000 

Company 7D ites 5 whe te ee 60, 000 

$260,000 $85,000 $82,000 $115,000 

Current habilitiess.... 2) eee $ 18,000 $19,000 $37,000 $ 12,000 
Capital stock—$10 stated value.. 250,000 50,000 
Capital stock—no par........... 45 ,000 70,000 
WCE IGN e eso occ cdoanse oe 20,000 5,000 
Retained earnings (deficit*)...... 28,000* 21,000 10,000* 33,000 


$260,000 $85,000 $82,000 $115,000 


The subsidiaries were acquired four years ago in a pooling of interests. Prior 
to the issuance of Company A shares to the stockholders of Companies B, C, 
and D, 10,000 shares of Company A stock were outstanding, having been issued 
for $120,000 cash. 


Subsidiary earnings and dividends during the past four years were: 


Company 
B oy D 

Net income: 

LOB 8 Scie. chev tua steeign reget cos eRe ee ees $ 6,000 $4,000 $ 8,000 

i AS 5(9) Saar an Oe ey nariee sane! iy Pepree” wis ee bint tei 8,000 5,000 10,000 

LOGOS coer ai RES det eer eee trea rs nie 10,000 7,000 14,000 

TOG 1A, sc mpeus on Ach igi cae nc ea REL Ee 7,000 5,000 11,000 
Dividends: 

LOS Sci. toc Bien Nor et ooo ea coed een ne ae 7,500 10,000 

LOD Oitce. Soriedamis ct crear. bh ear ea 7,500 10,000 

LOCO insets ate ae ee ete ae 7,500 2,000 10,000 

1961 


Miao ects hRactatin leet: So atria tn are Meee 7,500 2,000 10,000 


Problem 25-7. Top Company acquired its interest in affiliated companies 
by the following purchases: 


Date Company Interest Cost 
JAUUST YL AOSTA ree iri ane aye ieee erect Side 40% $20,000 
June: SO SLOG Te eerie ow Mande tae tio hohe Bottom 50% 16,000 
JUNE SOM LOG Zee oat teh Renae Rae Side 50% 30,000 


Top Company uses the equity method to account for its investments in affili- 
ated companies. Bottom Company is jointly owned with Summit Company. 


Income Statements—1962 


Top Side Bottom 
Salesisadatwerte otc oncncmtarehe ree ees $400,000 $200,000 $150,000 
Costiofisalesiic: ¢) merece’ set See ee Oe 260,000 180,000 94,000 
Gross:profit: in Pioe hie) See ces ee $140,000 $ 70,000 $ 56,000 
Expensesies scent. cet. donee kee eae 110,000 52,000 51,000 
Net income from operations............... $ 30,000 $ 18,000 $ 5,000 
Subsidiary. income.) ene eee 14,200 


$ 44,200 $ 18,000 $ 5,000 
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In December of 1962, Side Company and Bottom Company declared and paid 
dividends of $6,000 and $3,000, respectively. 
The results of intercompany sales are shown below: 


Intercompany Profit in 


Seller Purchaser 1962 Sales Dec. 31, 1962 Inventories 
ROD ee te Se ee Bottom $10,000 $800 

Op Mia ee! . Side 8,000 500 

Side? Heenan ent AG Bottom 4,000 -0- 


The companies use the first-in, first-out inventory method, and all merchandise 
acquired prior to August 15, 1962, has been sold. 

You may assume that the net income is earned evenly during the year. 

Prepare a consolidated income statement for 1962. 


Problem 25-8. Solve Problem 20-10 following the entity theory. 


Problem 25-9. Square Company on January 1, 1960, acquired 90% of the 
capital stock of Double Company and on January 1, 1962, 80% of the capital 
stock of Single Company. Following are the trial balances of the companies as of 
December 31, 1962: 


Square Double Single 


Debits Company Company Company 
(CES NE Ae apis Ae Ae na ee ee, SO Le Lae A 60,500 18,000 18,500 
Accounts receivable—Customers................ 132,500 87,000 20,000 
Current account—Double Company............. 30,000 
Current account—Single Company.............. 7,500 6,000 
Inventories: 
IMB terialsa.. treet le Le es, RY RAIL Le 175,000 30,000 32,000 
ET pPTOCCRsuy. ceee EON ere STE EL. AMI AE eb tn 140,000 20,000 20,000 
HINISHe GA COOGS) eeitieens ee ALA. SRLS es ae 130,000 25,000 15,000 
IETeDAIGLOXPeDSeS pert cee iced Aker pene iy de ae Paotals 7,000 4,000 2,000 
Investments: 
Double Company stock (90%)................ 198,000 
mingle Company. stock.(S0%)in-o s. 22.0:+ sees: 40,000 
rari CA pares tebe Dee. pick tar arrd Seg edeon lee aha baton a 20,000 5,000 10,000 
SEX rie Va oy a et i cee eer ee a re 50,000 40,000 20,000 
Machinery. and equipment........-..-.:.:-.2.:- 225,000 180,000 60,000 
Cost of goods manufactured and sold............ 2,166,500 991,600 442,500 
Sales returns and allowances.................... 10,000 4,000 2,000 
Sellingrexpenserm aan dur tcl Sos herteee: Sila Sth) RS 100,000 60,000 25,000 
General and administrative expense.............. 75,000 40,000 25,000 
Dividend spade. srepacni ke nar sepa eel (ot Ieee 20,000 5,000 
3,567,000 1,530,600 697,000 
Credits 
(ACCOUNTS! Pay ab leuerest eet og i wine ne 75,000 70,600 60,000 
Current account—Square Company............. 10,000 7,500 
Current account—Double Company............. 4,000 
INCCHUCG. ACCOUNUSHIE =. ee Rb Jo 4 uaecama ae 154,500 46,500 19,500 
Allowancenorbadidebts aan tee yi e en a 2,500 1,500 1,000 
Accumulated depreciation...................+.: 75,000 60,000 35,000 
Le atehE RR ANGE PC ENA IES NS. RENE spear case 2% 2,600,000 1,120,000 510,000 
Rent of sales display equipment to Single Company 2,000 
RODE BL BUC Cyne rater beaks <p. 8 0 -Taie Areas Soha ks 500,000 200,000 50,000 
Retained earnings (December 31, 1961).......... 160,000 20,000 10,000 


3,567,000 1,530,600 697,000 


During the year 1962, Single Company sold to Square Company $150,000 worth 
of goods and to Double Company, $100,000. Double Company sold to Square 
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Company goods in the amount of $400,000. Intercompany profit in ending inven- 
tories resulting from such sales amounted to $600 on sales by Single Company and 
$1,000 on sales by Double Company. 

The rental charge on sales display equipment rented from Double Company has 
not been recorded by Single Company. Also, there is $20,000 of cash in transit 
from Square Company to Single Company to bolster the latter’s cash position. 

The excess of cost over book value in connection with the investment in Double 
Company was considered to be 90% of the value of a patent on a special packaging 
device held by Double Company which had a remaining legal life of five years 
as of January 1, 1960. Double Company had been conservative and had fully 
amortized the patent to selling expense in ten years. 

The excess of book value over cost in connection with the investment in Single 
Company was attributable to the fact that the parent company considered the 
January 1, 1962 in-process inventory to be overvalued. The inventory was com- 
pleted and sold during 1962. 

Each prior year, the parent company had taken up in the investment account 
its share of the subsidiary’s earnings. Such entry had not yet been made for 1962. 
All dividends received, including those received from both companies in 1962, 
had been credited to the respective investment accounts. 

Prepare the Income Statement section of the 1962 consolidated working papers, 
assuming that Single Company is not to be included in the consolidated state- 
ments and that the entity theory is to be followed. 


Problem 25-10. The trial balances of Company A and its subsidiaries on 
December 31, 1962 are shown on the opposite page. 

Company A purchased 80% and 90% of the stock issues of Companies B and C, 
respectively, on January 1, 1962, for book value. At the end of the year, each of 
the three companies paid a 10% dividend. The various entries for the dividends 
were the only entries affecting the retained earnings accounts during the year. 
On December 31, 1961, Company A’s inventory of materials included goods pur- 
chased from Company B at a price of $50,000, the cost thereof being $40,000 to 
Company B. On the same date, Company B’s inventory included materials pur- 
chased from Company C for $75,000 which cost C $50,000. _ 

During 1962, Company C sold goods to Company B at a price of $150,000. 
These goods cost C $140,000. Company B still owes $25,000 on these purchases, 
the liability being included in the accounts payable. During 1962, Company B 
sold goods to Company A which cost $275,000 at a selling price of $300,000. 
Company A made cash advances totalling $400,000 to Company B during the 
year. The sales just mentioned were charged against the advances account, the 
$100,000 balance of which is included in Company B’s accounts payable. 

The inventories on December 31, 1962 were: 


Goods in Finished 


Company Materials Process Goods 
Aspe teotiys Qbge? ds ias N ON adh counter ces ee es $310,000 $105,000 $145,000 
bo ONAN Ss ce ie: OR cen Eee eee 185,000 90,000 155,000 
CU » Anon, «ceed bliiutl een alles sates oo ae 220,000 95,000 115,000 


The inventories on December 31, 1962, include intercompany profits as follows: 


Profit Made By 
Company B Company C 
Materials! t:.3.- 2. dvs. tives Tie ote eee nies eee $25 , 000 $35 ,000 
Goods*in" process arr. < one arya eect 7,000 8,000 
Finished goods sviza"? «temas ok ears eee 3,000 4,000 
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Trial Balances—December 31, 1962 


Debits Company A Company B Company C 
Cashier errata 178, 250 70,000 80,000 
Accounts receivable.............. 330,000 170,000 400 , 000 
Notes receivable................. 190,000 50,000 30,000 
Inventories—December 31, 1961: 
IMIS GeRI a Spee range cc (cst ann Cade 155,000 110,000 165 ,000 
Goodsnneprocessi4 =) =.) oe). 100,000 75,000 90,000 
imishedtgoodsaa. 4:5 69-2 os. 70,000 60,000 65 , 000 
Plant and equipment )............ 910,000 410,000 580, 000 


Investment in stock of Company B. 724,000 
Investment in stock of Company C. 969 , 750 


Purchases—Materials............. 645 , 000 395 ,000 505 , 000 
Labor and manufacturing expenses. 640, 000 510,000 575,000 
Sellingvexpenses-== 25) See 95 , 000 50,000 85,000 
Administrative expenses.......... 35,000 15,000 25,000 
Dividends: sid a ..<.aAec)) ee dees 300,000 50,000 80,000 
5,342,000 1,965,000 2,680,000 
Credits ae ee. +6 Sear” eS 
Seay A cy brent nos Se i es 1,370,000 1,020,000 1,220,000 
Subsidiary income: 
Gompanyveboree.. +e eens 188 ,000 
Company Coe ak cobe tees 126,000 
Notes payables<23. = sa ees... eee: 100,000 30,000 50, 000 
Accounts payable. 2-200 ..-..-...: 130,000 135,000 280 , 000 
Boridgspayablewe. -:. sees. . 500, 000 
Accumulated depreciation......... 100 , 000 60,000 112,500 
Gamitalstockes sme... ane Am: SA o 2,500,000 500,000 800,000 
IRetainedrearpings, .. 20H... 02.480: 328,000 220,000 217,500 


5,342,000 1,965,000 2,680,000 


(a) Submit working papers that would be helpful in the preparation of com- 
bined statements for the two subsidiaries. You may assume that there are good 
reasons why the subsidiaries should not be consolidated. 

(b) Show how the investments in the subsidiaries should be reported in the 
balance sheet of Company A for December 31, 1962. 


Assignment Material for Chapter 26 


Problems 


Problem 26-1. Acme Company owns 80% of the stock of Baker Company, 
which in turn owns 20% of the stock of Aeme Company. The net income of each 
company for 1961 is shown below. 


Acme Com pany = tos, 2 5 fo aap acneie Or tetae te ac nek Re ore area $60 , 000 
Baker Companys). Mies ata ee ee eee 20,000 


No dividends were declared during 1961, and both companies carry their 
investments at cost. 
Compute the consolidated net income for 1961. 


Problem 26-2. Home Company acquired 90% of the capital stock of Rome 
Company on July 1, 1958. On January 2, 1959, Rome Company purchased 70% 
of the outstanding stock of Nome Company. On December 31, 1959, Nome Com- 
pany acquired a 10% interest in Rome Company. 

Analyses of the Retained Earnings accounts of the affiliated companies for the 
year ended December 31, 1961, are presented below. 


Retained Earnings 


Home Rome Nome 
Company Company Company 
Balance—December 31, 1960............ $ 80,000 $60,000 $380,000 
Add netiincome), 105)... Wiee ches Soca oe 36,000 30,000 18,000 
SRotalar ksh BP oie Ao KAM AIA Se Pade aon $116,000 $90,000 $48,000 
Deduct cash dividends declared and paid. . 25,000 20,000 10,000 
Balance—December 31, 1961............. $91,000 $70,000 $38,000 


Each company carries the investment in the stock of the other company at cost. 
Compute the apportionment of the net incomes of the affiliated companies 
between consolidated net income and minority interest. 


Problem 26-3. The intercompany stockholdings on December 31, 1961, 
among a group of affiliated companies are set forth in the following chart: 


A 
90 


90 10 


B 
10 


780 
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The investments are carried at cost. There has been no change in the intercom- 
pany stockholdings since C acquired its investment in A on June 30, 1958. 

The net incomes of the affiliated companies and the dividends declared by 
them during the year ended December 31, 1961, were: 


Net Dividends 
Company Income Declared and Paid 
reheat Me CIe ak tity sel A ee ae $118,400 $50,000 
ING tn aoe Meee nite ree ater? MEDS 68, 600 20,000 
Cla Ades) J areas at ME 50,900 20,000 


C’s December 31, 1961 inventory includes merchandise purchased from B at 
a profit to B of $600. 

Compute the consolidated net income for 1961 and the minority interest in 
the 1961 net income of the affiliated companies. 


Problem 26-4. As of December 31, 1961, Carton Company, Container Com- 
pany, and Box Company are affiliated as a result of the following stockholdings: 


Investment By Investment In Per Cent Date Acquired 
Carton Company...... Container Company 80% January 2, 1959 
Container Company... Box Company 80% December 31, 1960 
Box: Company << .2s% Container Company 10% July 1, 1959 


The following account is taken from the ledger of Carton Company. 


Investment in Stock of Container Company 


1 FD SOM Ost io Meet ee oS 935000) 12/05/59 W Dividends)... eee 6,400 
LZ ol Soapincome tee ...12 2) 8,000) (912/15 /60™ Dividend=e. sn) sae 8,000 
12/31) GOnmInconie seer see. «= ie 6008 | 12/15/61 Dividend 2s5.a2--.1s 8,000 
D2 (Sk (OlamelMCOMEs: ...05. eeu 12,000 


Container Company and Box Company maintain their investment accounts at 
cost. Box Company has not declared a dividend since 1958. There is intercompany 
profit in the December 31, 1961 inventory of Box Company. The goods were sold 
initially to Container Company by Carton Company at a profit of $400. Container 
Company in turn sold the goods to Box Company at a profit of $600. 

The following data are taken from the 1961 unconsolidated income statements 
of the companies. 


Company Net Income Net Loss 
CartonsCompanyer mates 4s tt ee eee or: ss $26, 500 
Contamerc Companys nn oat ses cee ec 15,000 
Box | COMpan year. aes ees ee 2 ly eae $4,000 


Compute the consolidated net income for 1961 and the minority interest in the 
1961 net income of the affiliated companies. 


Problem 26-5. On December 31, 1961, Patterson Corporation owned 80% of 
the stock of Fairview Company; Fairview Company owned 90% of the stock of 
Dennis Company; and Dennis Company owned 10% of the stock of Patterson 
Corporation. These affiliation relationships have existed for several years. 

For the year ended December 31, 1961, the net incomes of the affiliated com- 
panies, exclusive of dividends received from affiliated companies, were: 


Patterson Corporationa@errer cou tas are ag uy cua $85, 800 
Pairview Company. 28.26) ak fos te er tne ews ee eee scene eens 41,500 
IDennishConipany ewer te eae ci iene argo os rick 30,600 
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On December 31, 1960, the inventory of Fairview Company included goods 
purchased from Patterson Corporation. The intercompany profit was $600. 

On December 31, 1961, the inventory of Patterson Corporation included goods 
purchased from Dennis Company. The intercompany profit was $400. 

Compute the consolidated net income and the minority interest in the net 
income of the affiliated companies for the year ended December 31, 1961. Carry 
computations to the nearest dollar. 


Problem 26-6. Following are the condensed balance sheets of several affili- 
ated companies on December 31, 1961: 


Agsets Company A Company B Company C Company D 

Sundry assets........ $200 , 000 $150,000 $100,000 $100,000 
Investment in Com- 

pany Bi (at 12)... .- 76, 800 
Investment in Com- 

pany C (at 11)..... 49,500 
Investment in Com- 

pany D (at 10)..... 35,000 
Investment in Com- 

pany B (at 11)..... 8,800 


$326,300 $185,000 $100,000 $108,800 


Liabilities and Stockholders’ 


Equity 
Iiabilitiesh n-ne a eo R000 $ 85,000 $ 40,000 $ 43,800 
Capital stock—$10 par 
VAMC. oh. cos us eee 200,000 80,000 50,000 50,000 
Retained earnings... . 36,300 20,000 10,000 15,000 


$326,300 $185,000 $100,000 $108,800 


Assuming that there were zero balances in the Retained Earnings accounts at 
the dates of acquisition of intercompany holdings, and that investment accounts 
are carried at cost, compute the consolidated retained earnings and minority 
interests as of December 31, 1961. 


Problem 26-7. Theaccounts below are taken from the ledgers of two affiliated 
companies. 


Company P—Retained Earnings 


12/15/59 Dividend ye one: 12/31/5SBalance eee 

12/15/60 #Dividender ans. 1... 10,000 | 12/31/59 Net income......... 15,000 

12/15/61 MDividend........... 10,000 | 12/31/60 Netincome......... 18,000 
12/31/61 Net income......... 20,000 


12/10/59 RN Dividends serene 12/31/58 Balancemeen aes 

12/10/60 Dividends see 6,000 | 12/31/59 Netincome......... 8,000 

12/10/61 Dividend............ 6,000 | 12/31/60 Net income......... 10,000 
12/31/61 Netincome.... .... 9,000 


The affiliated relationship was the result of the following: 


On December 31, 1958, Company P purchased 80% of the outstanding stock 
of Company S. 

On December 31, 1959, Company S purchased 10% of the outstanding stock 
of Company P. 
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Company P regularly sells merchandise to Company S. As a result, there were 
intercompany profits in the inventories of Company S in the following amounts: 


Date Intercompany Profit 
December MOV nek ere a rans Asrale ws ane Meek $-0- 
December leplOG Qc rem wanes kc kn ek cosa uci, Ried ela 900 
Decemberoleml OG liner. ceo ted titers ete in ese eee 500 


Compute the consolidated retained earnings as of December 31, 1961. 


Problem 26-8. Hooper Company acquired 90% of the capital stock of 
Wayne Company on December 31, 1957. On December 31, 1959, Wayne Company 
acquired 15% of the capital stock of Hooper Company. Data from the ledgers of 
the affiliated companies are presented below. 

Retained Harnings 
Hooper Wayne 
Company Company 


Balance December sie COascrmans se <0 a0 See ee $10,000 $ 2,000 
Balance—Decemberailig 1958. 2 gyse enc cece eee $15,600 $ 4,500 
Balance-—Decemberis)> 1959... . 0.25... eee $21,870 $ 8,960 
Balance—-December $i; L960)... 2 2. jes. Go ne $28,430 $12,190 
INGEN EG INCOMIGH Ste ee a coh acct ose ee 41,200 18,650 

HI yet | tr ee oy ers OTe PR a Mae 1 pn $69,630 $30,840 
Deduct cash dividends declared and paid......... . 20,000 8,000 
Balance—December 31-1961. . 2. geo) teat sau $49,630 $22,840 


Each company carries the investment in the stock of the other company at cost. 

Prepare the consolidated statement of retained earnings for the year ended 
December 31, 1961. 

Problem 26-9. Companies A, B, and C were related in the manner indicated 
by the following chart. 


100 


Bb Cc 
20 
12 18 5 


The investments by Company A were made several years ago at book value. 
The investments by Companies B and C were made as of December 31, 1960. 

The December 31, 1961 trial balances are shown on page 784. 

As a result of purchases from Company C, there were intercompany profits 
in the inventories of Company B, as follows: 


Deccinper sCeesOO ke cece ceee eee te ere ee ieee ne $800 
Pecemler sie Oks dane ce wee ene fe oe ek Oe nm nn Daa eee 300 


During 1961, Company B purchased $6,000 worth of goods from Company C. 
Prepare consolidated working papers for 1961, in statement form. Amounts 
shown in working papers should be those resulting from rounding off pennies to 


the nearest dollar. 
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Trial Balances—December 31, 1961 


Company 
Debits A B C 

ONY ORR To Meee ne te eee ee Pose oe of 15,000 9,140 8,000 
Inventory—December 31, 1961............... 26,700 18,620 15,000 
Investments (at cost): 

In Company Bae os a temas eeeseea ase 84,000 30,000 

In. Company" CHngaet ., He ane. Mifare ees cet eeye 82,500 28,240 
Other iassetsn:.eens cheer bo bie anes 116,000 124,400 110,200 
Dividendstdeclanede: area ie pen heen 15,000 10,000 5,000 
Costof goods. solda 3... ee ere ee 210,000 170,000 168,200 
Operatingcexpensessa-c (Neel mee ie ne ae 60,000 30,000 25,300 

609,200 390,400 361,700 
Credits 

ACCOUNTS pay aAbletiwaat ee. ss & anette ee 12,450 9,400 9,900 
Capitalistockemst tes hes a.c0 7 ie eo ee oe 200,000 100,000 100,000 
Retained earnings—December 31, 1960........ 86,000 60,000 42,000 
Salesertty cmecweprre sh. sclad varsaxten | acres eee 300,000 220,000 208,000 
Dividend income: 

Hrome@om pany sumer eek eee 7,000 1,800 

KromaComipany.iC... 2 canner eee re 3,750.) 1,000 


609,200 390,400 361,700 


Problem 26-10. The December 31, 1961 trial balances of Randolph Company 
and Wilson Company are presented below. 

Randolph Company purchased its investment in Wilson Company on Decem- 
ber 31, 1956, when Wilson Company had retained earnings of $10,800. Wilson 
Company purchased its holdings of the stock of Randolph Company on December 
31, 1958, when the retained earnings of Randolph Company were $21,400 and 
those of Wilson Company were $22,500. 


Trial Balances—December 31, 1961 
Randolph Wilson 


Debits Company Company 
(CCaShe hom Acct hek pore Lae ete eee eae eee 29, 100 7,186 
Accountsitecelvablex seq. nas en eee et ae 47,600 34,900 
Inventory—December 31, 1961. eae’ 40,200 32,600 
Investment in Wilson Company (80 %)—at cost: Pix, ae 129,900 
Investment in Randolph Company (15%)—at cost. . 34,614 
Rurniturerand fixtures.) a eee eae nn) eee een ee 215,500 145,600 
Cost: of oodsisold sitte:c 1c 11s lek cued ie ae 710,600 492,800 
Operating expensesmr nme clan ae a crete 139,400 66,700 
Dividends paid ios psd beeen ected aie eine eae 30,000 15,000 
1,342,300 829,400 
Credits os 
Accumulated. depreciation |... twin 4. h sees ne ees 106,800 238,400 
NGCOUNTS DAY D1C airareninict nh enrnent nnenae 492 fa. & 61,600 16,900 
Capital stock... .chata, ca 2 roel emtene nore ee eee 200,000 150,000 
Retained earnings—December 31, 1960............. 64,500 48,400 
Salesiacintss. SRR ad, See er ek See Ge 897,400 586,200 


A Taos a re ec 12,000 4,500 
1,342,300 829,400 


Prepare consolidated working papers for the year ended December 31, 1961, 
in statement form. Do not use pennies in the working papers. 
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Data for Problems 26-11 and 26-12 


Trial Balances 
December 31, 1961 


Paul Sam George 
Debits Company Company Company 
Cash. Atrears 4s. soeiscia. 2 ioe eas 17,400 138,800 36,500 
Accounitsmeceivable,...i <4 <n.5 ae de enn 21,200 13,400 20,300 
Inventory—December 31, 1961........... 34,000 22,100 30,000 
Investment in Sam Company: 
By Paul Company (80%).............. 176,000 
By George Company (10%)........... 23,000 
Investment in George Company (80%).... 120,000 
BQuipmienimc ee ee Meee ea 250,000 200,000 160,000 
WOStOl- FC OOUS SOI ees, ai ace we ee ite Ben. 200,000 170,000 140,000 
Operating expensess . og so 6. sucie get nee as 80, 000 65,000 50,000 
DD Pipa XS CEVA Fle 8 A RRS A ea He 10,000 8,000 5,000 
788,600 612,300 464,800 
Credits Te BY eS 
Accounts payable sangha etka eens to ab hoe 22,200 18,300 12,000 
Accumulated depreciation............... 110,000 90,000 112,000 
Capital stocks irc ie eg ce et ces ee So 250,000 200,000 100,000 
Retained earnings—December 31, 1960.... 100,000 50,000 40,000 
LCR MRE Te ri eae aot an rie: Menta emer cakes oh 300,000 250,000 200,000 
WividenGmncome sa. ey 1a thee eres oe 6,400 4,000 800 


788,600 612,300 464,800 


The investments are stated at cost. 
Additional data regarding the investments: 


Book Value 
Investment By Investment In Date Cost Acquired 
Paul Company.... Sam Company _— Dec. 31, 1958 $176,000 $176,000 
Sam Company.... George Company Dec. 31, 1959 120,000 100,000 
George Company.. Sam Company _— Dec. 31, 1959 + ~—-23,, 000 23 , 000 


Problem 26-11. The data presented above are to be used in solving this 
problem. 

The excess of cost over book value at acquisition was assignable to the equip- 
ment owned by George Company. You may assume that all of the equipment was 
acquired at the same time. George Company depreciates its equipment over a 
ten-year period, and it was decided that the excess should be written off over the 
remaining life of the equipment. This policy has been followed in the preparation 
of consolidated financial statements. 

In 1961 the companies adopted a new policy, whereby intercompany sales were 
billed at cost, thus avoiding any intercompany profit in inventories. However, 
there was intercompany profit of $600 in the December 31, 1960 inventory of Sam 
Company as a result of purchases from George Company during 1960. The inter- 
company sales during 1961 amounted to $40,000, all billed at cost. 

Prepare consolidated working papers for the year ended December 31, 1961, 
in statement form. Do not use pennies in the working papers. 


Problem 26-12. Basic data for this problem are presented above Problem 
26-11. 

The excess of cost over book value should now be considered as representing an 
intangible asset of indefinite existence. 
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On July 1, 1960, George Company sold an item of equipment to Paul Company 
for $15,000 which was carried on the books of George Company at $12,000. 
Depreciation has been recorded on the books of Paul Company at 10% per 
annum, with allowance given for fractional periods. 

The December 31, 1960 inventory of George Company included goods pur- 
chased from Sam Company on which Sam Company had made a profit of $4,600; 
Sam Company had purchased the goods from Paul Company at a profit of $3,000 
to the latter company. During 1961, George Company purchased merchandise for 
$86,400 from Sam Company, of which $8,200 had not been paid for on December 
31, 1961. George Company’s December 31, 1961 inventory included merchandise 
sold by Sam Company at a profit of $2,400. 

Prepare consolidated working papers for the year ended December 31, 1961, 
in statement form. Do not use pennies in the working papers. 


Assignment Material for Chapter 27 


Questions 


Question 27-1. At what rates should the various accounts in the trial balance 
of a foreign branch be converted into dollars? 


Question 27-2. Discuss the question of whether foreign exchange gains or 
losses arising from the conversion of account balances should be regarded as 
realized or unrealized. 


Question 27-3. What entries should be made on the two sets of books to 
record goods sent by the home office to the foreign branch, and what exchange 
rate should be used for the conversion? 


Question 27-4. If cash is remitted by a foreign branch to the home office, 
payable in foreign currency, how should the transaction be recorded on the two 
sets of books, and what rate of exchange should govern the conversion from for- 
eign currency to dollars? 

If the remittance was payable in dollars, what entries would be made on the 
two sets of books, and what rate should govern the conversion? 


Question 27-5. Distinguish between a direct quotation and an indirect 
quotation of exchange rates. 

Question 27-6. Name two ways in which an American exporter can eliminate 
the possibility of losses resulting from fluctuations in foreign exchange rates. 


Question 27-7. Why would the use of current exchange rates for purposes 
of converting branch fixed assets be incompatible with conventional accounting 
theory regarding the valuation of fixed assets? 


Question 27-8. Under what circumstances should the accounts of a foreign 
branch or subsidiary not be combined with those of the home office or parent? 


Question 27-9. Give a critical evaluation of conventional conversion proce- 
dures as applied to long-term liabilities. 


Question 27-10. How should losses attributable to a devaluation of a foreign 
money by government action be handled in the accounts of a United States 
parent corporation? 


Problems 


Problem 27-1. Import Distributing Company made the following purchases 
from Alps Company of Switzerland: 


Amount Exchange Rate 


Date Swiss Francs at Date of Sale 
ESV OMe ort cerned tame Nok Pte es 69, 210 $. 2307 
AT ULL SPRL eR ea t Ane es ae AES A ate FD, 92,040 .2301 
AWTS pwd O esa te peeks, tee rns Oat pect eae a Rc 80,920 . 2312 


The entire amount payable was paid by Import Distributing Company on 


July 1, when the exchange rate was $.2300. 
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Prepare journal entries, omitting explanations, on the books of both com- 
panies to record the above transactions, assuming that: 


(a) Billings were made in Swiss francs. 
(b) Billings were made in United States dollars on the basis of the exchange 
rate prevailing on the transaction dates as listed above. 


Problem 27-2. 


Higgins Company of Los Angeles operates a branch in 


Toronto, Canada. The following trial balances, stated in Canadian dollars, were 
taken from the branch records. 


December 31, 


1960 1961 
(After Closing) (Before Closing) 


ome OficercUlrent an eeeeier nn re ater 9,000 49,000 
Tn ventory. sr ein ee eee ee ecm 5,000 5,000 
Shipments from home office............. 40,000 
SalESa ot). fai 2 auly xraakde giana teas aie as 47,500 
Salessatlowancesann soni. a one ners 750 
FEXPCNSES 3th sees oa age eee 2,500 
Caste ee cece ae eee ee =. 1,000 2,000 
Remittances to home office............. 41,500 
Aceounts receivable. (72) .7.)) 02 72s 3,000 4,750 


9,000 9,000 96,500 96,500 


All sales were made on account. The branch makes its own disbursements for 


expenses. 


The home office trial balance on December 31, 1961, was as follows: 


HIGGINS COMPANY 


Trial Balance 
December 31, 1961 


Branch.curren ts ct.acsate er cen orate eae 52,980 
Inventory—December 31, 1960..................:.... 12,500 
Punchases sina. danentcdeans: hy. ctor ave Lobes ee 90 , 000 
Sales ai tect oat testes ccs eee ks ae a a 60,000 
Shipmentsitovbranchinne vane ee eon eee ee 41,600 
Balées*allowances. 20.8.0) ET ee ie es ea 1,100 
EXPOnsese:. 552k A Se ee A, 6,250 
GCashian cre ogy Mes oh ORO Oe Rn arte ao 8,900 
Remittancesstroni Oran aq an een en eee 43 ,575 
Accounts recelyable... ene on-street ein ee ee 1,300 
Actounts payablenc:. ccnal< Seed oon ote 2,750 
Capital stock a idacigc einem iat sec ae re: aetna em 20,000 
Retained earhingsts abn omndcte peel rere 5,105 


173,030 173,030 


There were no shipments or remittances in transit as of December 31, 1961. 


Submit summary 


journal entries in parallel columns recording on the branch 


books and the home office books the transactions of the branch (including those 
with the home office). 


Problem 27-3. 


Prepare entries for the home office books and the branch 


books, in general journal form, to record the transactions, on the following page, 
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relating to Martin Company and its branch office in Odense, Denmark. All 
exchange rates given are for kroner, expressed in terms of dollars. 


(1) 


(9) 
(10) 


Merchandise, with a cost of $18,200, was sent to the branch when the 
exchange rate was .14. 

is ar was purchased by the branch on account at a cost of 98,200 

roner. 

The branch remitted 105,000 kroner to the home office when the exchange 
rate was .15. 

Expenses amounting to 22,000 kroner were paid by the branch in cash. 

A draft for $7,200 was sent to the branch when the exchange rate was .16. 

Sales were made by the branch on account amounting to 226,000 kroner. 

Accounts payable aggregating 72,500 kroner were paid by branch dis- 
bursements. 

Collections of accounts receivable amounting to 194,000 kroner were 
made by the branch. 

The branch remitted 30,000 kroner to the home office when the exchange 
rate was .145. 

Merchandise with a cost of $9,750 was sent to the branch when the 
exchange rate was .156. 


Problem 27-4. American Company opened a branch in Liverpool on January 
1, 1961. Its transactions with the branch and the branch’s own transactions during 
1961 are summarized as follows: 


(a) 


(b) 


(c) 


(d) 
(e) 


(f) 


(g) 


(h) 
(i) 


Remittances to the branch: 
Draft for £2,000, purchased at 2.81. 
Draft for $2,660, cashed by the branch at 2.80. 

Shipments to the branch: 

Merchandise costing $23,940, taken up by the branch at 2.80. 

Merchandise costing $35,125, taken up by the branch at 2.81. 
Sales by the branch: 

On account, £12,000. 

For cash, £8,000. 

Collections by the branch on account, £11,500. 

Branch fixed asset acquisitions (fixed asset accounts kept on branch books): 
Purchased by home office for cash, $987; rate, 2.82. 
Purchased by branch for cash, £2,700; rate, 2.79. 

Branch expenses: 

Paid in cash, £1,750. 
Not paid, £450. 
Cash remitted to home office: 
Draft for £5,000, cashed by home office at 2.79. 
Draft for $26,880, purchased at 2.80. 
Depreciation provided by branch, £305. 
Branch inventory, December 31, 1961, £7,500. 


Make such entries as should appear on the books of the home office and the 
branch to record the foregoing transactions; prepare the December 31, 1961 trial 
balance of the branch and convert it to U. 8. dollars; and close the branch books. 


The 


average rate is 2.81; the current rate, December 31, 1961, 2.80. 
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Problem 27-5. 


The December 31, 1961 trial balance of the Chicago branch 


of Lisbon Export Company is presented below. 
CHICAGO BRANCH—LISBON EXPORT COMPANY 


Trial Balance 
December 31, 1961 


Dollars 
0.) eR MEAS een a abe ising ns ote OP oes Oro Os a OO Ue 1,626 
Accounts receivable soni. ee ee ee or te tice eee ere 5,020 
Allowancesordoubtilaccounts seen ae 204 
Remittances tounome lofice se. Sree eee eee ee 16,250 
Inventory—=December 31; LOGO eeras seers tee eee 6,066 
Rixturestandvequipmenty.. tare ee ieee seer eee 7,070 
Accumulatedidepreciation\y-. ma ey ie Aer eee eee 1,414 
Notes; payablesg so css seca ctikena er acere ste ee eee ae 4,000 
Accrued interest on notes payable....................... 60 
ACcounts Pay. able sang tuae cio eer ee ee ee 1,392 
Remivvancesmrompnonve OliCe a ae ity een ee ere 1,800 
‘Homeofiicetcurrente nes tets cite ce oe ee eee ee 19,200 
SEE (St Rape eae tie ROA Pte omy Penceie crt cesta, ert or cy 45,220 
Sales returnsiandtallowances ae) seers tele eee 304 
Shipments aromuhome ofticetm ewe eee ene eee 15,100 
Purchases arcsec pte oreo tee Ra ee ee eee 8,246 
Administrative and general expenses..................-. 7,030 
Selling expenses ¥.\7'. Se aes eee ne ces ee ene eae 5,648 
Depreciation’ expense’. 0-252. 20+2 Fee Se See 707 
Interest:expensey,, «5 avec. atic sets Accents ck ee ee 228 


73,290 73,290 


The branch manager is new and is a native of Portugal. As an aid to his under- 
standing of the accounting data of the branch, he asks you to convert the trial 


balance to escudos. 


You may assume that the following information is accurate. 


(1) Exchange rates—dollars per escudo: 


December: 31. L9GOe eas. 20 Sain, piece Ste <a ee .036 
December 31), 1961s... oi Moth en as. oe Ue en eee oe .040 
I9G1 ‘aVErage's .;.5.c0cc0 scat hee hls eee eee ee ee a ae .038 
When fixtures and equipment were acquired................. .035 
(2) Balances on home office records—December 31, 1961: 
Branch current. eerie. Ok A ee eh ee 482,000 
Shipments, tosbrancl jo. setedas «tunes oak laa see ae ee 385,100 
Remittanceswobranchica anc ceic ses eeehom ten ieee 45,000 
Remittances rom branchial amen eer ee 410,000 


Problem 27-6. 


Maxon Company has operated a branch in Holland for one 


year. The trial balances of the home office and its foreign branch are presented 


below and on the o 


pposite page. 
MAXON COMPANY 


Trial Balance 
December 31, 1961 


Cash’ 3.05 CATES 2 2 Se eee ee eee 17,500 
Accounts Teceivable.%, Fis. ccc tecceeen a eee nee 30,150 
Inventory—December 31, 1960...................... 12,620 
Branch current 240 70% 1 ON cna aed ee ee 60,410 
Fixed asséts—-net...; ).":e12et ee eee ee 25,000 


Accounts payable... = a. cme a aaeioe tT ence een arene 13,240 
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Remittances:fromibranéhi. 29... 20... oe ee oe... 42,880 
Capital stocks. -::... Aarti vaumiads Sec ahl scedts.. 75,000 
Retainediecarmings. ./. 07, See ee amen tnel. . 6,510 
ales eye eer Ok A WO een Ae : 82,270 
el ENOTES C7 Go) Sa | a a a i a 67 , 680 
UT CHASE ARNE cars ak cae em 131,000 
[ee eo ES Tee ser tthe age, Pies ee, Pe br rrr 10,900 

287,580 287,580 
Inventory—December 31, 1961...................... $ 13,500 


HOLLAND BRANCH—MAXON COMPANY 


Trial Balance 
December 31, 1961 


Guilders 

Cals Det 2 rarer oe. corres. memes a 5,3 g vps Seve bees 16,800 
PAT COUMES TCEELUADIC Orta te ioe eet Wen ee sree 51,200 
Hometothicercurrent 14 745 <3 care ce 230,000 
Remittances:to home offices... n ste ee ne 160,000 
Sales: cra. sae ie 2 Cy Se Wy Ae PRD Lad arab ot Pett fF 296 ,000 
Shipments fromubomeiofiice,..4.. 5... ... a-ha eee 270,750 
EXPENSES Marisa tel yh as Se yc) et SEL. AEE 27,250 

526,000 526,000 
Inventory—December 31; 1961..... 2.2 ..5. 0.6.00. 36,000 guilders 


The current rate of exchange: $0.265. 
Average rate for 1961: $0. 260. 


In the early part of the year, remittances were debited or credited to the cur- 
rent accounts. However, both the home office and the branch commenced the use 
of remittances accounts simultaneously as of March 1, 1961. 

Prepare combined working papers. 

Problem 27-7. Using the following data, prepare combined working papers 
and give the closing entries that would appear on the home office books, including 
the entry to pick up the net income or loss of the Australian branch for its first 
year of operations. 

WASHINGTON COMPANY 


Home Office and Australian Branch 
Trial Balances 


December 31, 1961 


Home Office Branch 

(U.S. Dollars) (Australian Pounds) 
Caches Ite th eee iba se 9,430 780 
Accounts receivable.............. 6,700 800 
INotessreceivablens setae 2,000 300 
Accrued interest receivable........ 20 4 
Inventory—December 31, 1960.... 9,000 
Prepaid expenses...............-- 500 40 
Branchscurrent.c. 5) qancee rape 18,000 
Remittances to branch............ 1,115 
Remittances to home office........ 7,100 
Remittances from branch......... 15,904 
Remittances from home office...... 499 
Home office current.............- 8,000 
Equipment... ........00s esse eee. 30,000 2,000 


Accumulated depreciation......... 6,000 200 
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WASHINGTON COMPANY 
Home Office and Australian Branch 
Trial Balances (Concluded) 


December 31, 1961 


Home Office Branch 
(U.S. Dollars) (Australian Pounds) 

Accounts payablecm nee re 4,700 300 
Capitalistockr. 5. oo mee 50,000 
Retainedseatnine sey et eer 3,211 
Dales auton ee wt en er ee 54,000 15,000 
Shipments from home office....... 8,000 
Shipments tombranchie: yet aan eee 18,000 
Purchasess vacck-onecich aes. eer 57 ,000 2,000 
Expenses (including depreciation).. 18,100 3,000 
Interestearned en. .nae.s oat 50 25 

151,865 151,865 24,024 24,024 
Inventory—December 31, 1961.... 10,400 1,200 


Exchange rates for Australian pounds in terms of U. 8. dollars: 


Current rate: 2.25. 
Average rate: 2.24. 
December 31, 1960 rate: 2.23. 


Dollar balance in memorandum column of Equipment account on books of 
Australian branch: $4,500. 


Problem 27-8. Mining Supply Company has a wholly-owned subsidiary in 
Peru. The subsidiary was organized by the parent company and, until 1961, the 
parent used the equity method of accounting for its investment in the foreign 
subsidiary. 

The December 31, 1961 trial balances of the companies are presented below. 


Mining Supply 


Company Peruvian Company 
(Dollars) (Sols) 
Caghs -Vaeneeect et Meese 15, 465 621,342 
Accounts receivable........... 62,532 1,906,175 
Inventories—December 31, 1960 48,175 634, 242 
Fixed assets—net............. 71,245 1,214,715 


Investment in Peruvian Com- 

pany (book value, January 1) 117,940 
Dividends) paid=. «a nee an 10,000 60,000 
Peruvian Company—Current 

ACCOUNT ee eta ies 15,724 
Accounts payable............. 22,176 71,466 
Mining Supply Company—Cur- 

Tent account corr Cem an ire 463 ,214 
Dividends received............ 1,644 
Capital stock a.0. on alae eae 200,000 3,000,000 
Retained earnings—December 

S1s 1960. eects ee 74,432 410,480 
Bales: orga etn voce omeueren te: 652, 248 8,123,746 
Purchases Sire ntsc ere 437 , 254 5,624,908 
Expenses’. 290i) Moke. ences 172,165 2,007 , 524 


950,500 950,500 12,068,906 12,068,906 
The closing inventories are: 49,650 688 , 880 
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The following rates of exchange are given: 


BOOS UTS Ne a 6 NO ce Se re $.0354 
POCO See OOO on ned er POO at RECN E a ce ee .0303 
ME Ce ere HOG ce in oe ie ere Lech hace rc ae les .0269 
AVETA gO: GUTIN GV CaLAe nee ein) ee ene te Me? rae ei dA eep Fad ef 0282 


Conversion value of fixed assets: $31,750. 

All of the purchases of the subsidiary were made from the parent company. How- 
ever, you may assume that there was no intercompany profit in the inventories. 

Prepare consolidated working papers. 


Problem 27-9. The trial balances of a parent and its 80%-owned Canadian 
subsidiary are presented below. The investment was acquired at the beginning 
of the current year, 1961, from a group of American investors for U. S. dollars. 


Trial Balances 
December 31, 1961 


North Company 


Debits South Company (Canadian Dollars) 
(CO ous ata gibeeg sites 35 3.5 Aen me ene re, ae, 25,000 10,000 
Accounts receivable—net................... 55,300 16,800 
Inventory—December 31, 1960.............. 56, 400 30,000 
Investment in North Company.............. 129 , 240 
Otherassetsat rat. oe. 0. ee A ee 180,000 105 , 000 
ID videndsee. ty7aacg. dy 4 MWR hoes cicals s.: 9,000 4,500 
PUIPCHASCS AMMEN Mute chou. MRO hanes a 270,800 135,000 
EXD CHSCS Pew Econ 5 «a cacebeos <utian ein ee 149 ,000 82,100 
EU CHAT DCO MMN Ie Bo x airy Sega «cA MES Ayo cimeteains a 1,200 
875,940 383, 400 
Credits Tt a 
ACEOUN tS: PAYAL pia wen pa PR tes Sareea tei cake 19,160 8,400 
Canitalistocktencch au. ras oui ae os 300,000 90, 000 
Retained earning sahil. eso) cece ea 125 ,020 70,000 
fOtiT Poe a\., Gee BR acs Rea a ese a cae on RE 428,600 215,000 
Dividends fromcsubsidiary... «4. sa eee 3,760 
875,940 383 , 400 


Additional information: 


Inventory—December 31, 1961.............. $ 58,100 $ 33,400 
Intercompany sales by North Company...... 24,000 
Rates of exchange for Canadian dollars: 

Decembermsl 1 GGOUM. Hele cee ornate $1.04 

December ol lOO erage. vera ete 1.055 

TOGIBAVeTa gerne anor ah eke pence 1.05 


The excess of book value over cost was attributable to a belief on the part of 
the management of South Company that the December 31, 1960 inventory of 
North Company was overvalued because of style obsolescence. All such goods 
were disposed of during 1961. 

All intercompany sales were billed to South Company in Canadian dollars and 
recorded in the accounts of South Company in Canadian dollars. Such goods were 
priced at 120% of cost. When the invoices were settled, and all of them have been 
settled, the additional U. S. dollars required to obtain needed Canadian dollars 
were charged to Exchange. Ten per cent of the goods purchased from North 


7194 ASSIGNMENT MATERIAL—CHAPTER 27 


Company remain in the December 31, 1961 inventory; they are priced in the 
inventory at $2,400. 


Required: 


Consolidated working papers, with pennies dropped. 


Problem 27-10. Trial balances as of December 31, 1960 of Parent Company 
and its two subsidiaries are presented below. 


Domestic Foreign 
Parent Company Subsidiary Subsidiary 
(Dollars) (Dollars) (Wampa) 
Casiiteaerg iene scope Meant ot 10,000 1,500 10,000 
Accounts receivable—Trade.. 30,000 8,000 35,000 
Accounts receivable—Mer- 
chandise in transit to 
domestic subsidiary....... 4,000 
Inventories................. 20,000 83 ,000 
Investments at cost: 
Domestic subsidiary—900 
shares acquired December 
SLLO5S9).o conc pee Brent 9,000 
Foreign subsidiary—1,000 
shares acquired December 
31 pL O59 eps Aare 12,000 
Rixediassetsti so. Ssvicncko eran 45 ,000 3,500 175,000 
Goodwallkt ec. 55 eho 2,000 
Costrotisaless 8... 300,000 15,000 300,000 
Depreciationt.. 4.91 ee 3,000 200 7,000 
Taxes—paid quarterly....... 15,000 400 15,000 
Selling expenses............. 42,000 2,400 27,000 
Administrative and general 
@XPCDSCSinncls ae: fn cee 35,000 2,000 18,000 
Dividends declared.......... 1,000 
Sales==Drade... P25..4-e 400,000 21,000 381,000 
Sales—Domestic subsidiary . . 10,000 ; 
Accounts payable—Trade.... 25,000 7,000 
Dividend payable........... 1,000 
Long-term debt due January 
1 Reet Eos Lea at ale eR es a 100,000 
Reserve for depreciation... . . 15,000 2,000 75,000 
Capitalistocks..... 16.400 eee oe 50,000 10,000* 100, 000* 
Retained earnings—December 
SI 1009 tt ce ee 25,000 2,000 7,000 


es 


* 1,000 shares issued and outstanding. 


—S— 


On April 1, 1960, the monetary unit of the foreign country, wampum, was 
devalued from U. 8. $.12, the prevailing rate of exchange on December 31, 
1959, to $.08, which was the prevailing rate of exchange on December 31, 
1960. 

There were no additions to or disposals of fixed assets of the foreign subsidiary 
during 1960. 

The business of the foreign subsidiary is nonseasonal. 


Prepare an estimate of the gain or loss to Parent Company resulting from the 
devaluation. 


Assignment Material for Chapter 28 


Questions 


Question 28-1. A municipality sells its bond issue of $100,000 for water 
works purposes, receiving par plus a 2% premium and $500 accrued interest. 
How much of the proceeds can the municipality use for construction purposes? 
Explain. 


Question 28-2. In auditing the annual report of the town of X, you find all 
of the following items of receipts stated under the general heading ‘‘ Revenues”’: 


. Loan from Bank of X. 

. Dog licenses. 

. Municipal court fines. 

. Bequest from the estate of A to establish town library. 

. Street assessments collected from owners of property. 

. Permits for parades. 

. State grant for upkeep of a state highway within town limits. 
. Interest on bank deposits. 

. Donation from C toward repairs on his street. 

10. Annual payment under franchise by X Bus Company. 
11. Fees turned in by town clerk. 

12. Rent of city dock to River Barge Company. 

13. Assessments on members of police force for pension fund. 
14. Newsstand privilege in city hall. 


OONDNP WHE 


Indicate which of the above items should not be classified as ‘‘ Revenues” and 
give a reason in each instance. 

Question 28-3. The town of X erects a school building from the proceeds 
of bonds issued for the purpose. It is estimated that the building will last 20 years. 
The bonds also mature in 20 years and contain a sinking fund clause to provide 
the funds for their payment at maturity. The school board makes no provision 
for depreciation on the building in the annual tax rate, and a controversy arises 
in the town about whether such a provision should be made. Discuss briefly 
both sides of this question. 

Question 28-4. Give a definition of a fund. 

Question 28-5. Why is it necessary to maintain a separate group of accounts 
for each fund? 

Question 28-6. Explain the operation of encumbrance accounts. 

Question 28-7. Why are fixed assets excluded from the general fund accounts? 

Question 28-8. What are budgetary accounts? 


Question 28-9. What is a “working capital” fund? 


Problems 


Problem 28-1. Present entries in general journal form to record the selected 


transactions stated on the following page. Omit explanations. 
7195 


7196 ASSIGNMENT MATERIAL—CHAPTER 28 


Fund 


General 
Special Revenue 


Special Assessment 


General 
Special Revenue 


General 


General 


General 
Special Revenue 


General 


General 


Bond 


General 
Stores 


General 
Sinking 


General 
Property and 
General Bonded Debt 


General 
Bond 


Special Assessment 


Property and 
General Bonded Debt 


Property and 
General Bonded Debt 


Trust 


General 


Special Assessment 
General 


Sinking 


Transaction 
Estimated revenues for the fiscal year: 
$250,000 
40,000 


A $30,000 expenditure for a local improvement is 
authorized. 


Appropriations for the fiscal year: 
$248,000 
39,500 


Tax levy for the fiscal year, of which 99% is believed 
to be collectible: $200,000. 


Taxes are collected: $150,000. 
A loan of $15,000 is made to the special revenue fund. 


Orders are placed in the amount of $18,000. 


The items ordered above are received. The cost 
amounts to $18,050, and vouchers for that amount 
are certified. 


Bonds with a par value of $50,000 are authorized. 


Materials are requisitioned from the stores fund in the 
amount of $800. 


Pursuant to an appropriation, a $5,000 payment is 
made to the sinking fund. 


A cash payment of $14,000 was made for the purchase 
of equipment. (Make two entries in the general 


fund.) 
Licenses are collected in the amount of $2,700. 


A construction contract is signed; the estimated cost 
is $42,000. 


Vouchers for miscellaneous construction costs are 
certified; the amount is $1,230. 


Property costing $33,000 is retired from use. 


Improvements carried in the accounts as “‘in progress”’ 
are now completed. The amount is $23,400. 


The trust fund collects $2,500 of expendable income. 


Taxes receivable in the amount of $1,000 become 
delinquent. It is estimated that one-fourth of this 
amount may never be collected. 


A collection of $10,000 is received from the general 
fund to apply against the amount assessed as a 
public improvement. 


Securities are acquired for $13,000. 
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Problem 28-2. In the city of Arbor, a special revenue fund was established 
as of July 1, 1960. The estimated revenues for the fiscal year were $325,000. As 
of July 1, 1960, a tax levy for the special revenue fund was made in the amount 
of $300,000. In the next several months, tax collections from this levy amounted 
to $295,000. $10,000 was borrowed from the general fund, and remains unpaid. 

On July 15, 1960, an appropriation of $320,000 was made from this fund. 
During the succeeding months, vouchers were certified in the amount of $215,000, 
of which $208,000 was paid by the issuance of warrants. The Encumbrances 
account was debited for a total of $218,000 and credited for a total of $213,000 
during the same period. 


(a) Assuming that the above paragraphs summarize the transactions for the 
partial period ended April 30, 1961, prepare an interim balance sheet for the 
fund as of that date. 

(b) Assuming that the above paragraphs summarize the transactions for an 
entire fiscal year, prepare closing entries. You may omit dates and explanations. 


Problem 28-3. The following list of accounts is the result of combining 
the June 30, 1961 after-closing trial balances of three funds of the city of D. W. 
Prepare a combined balance sheet in columnar form showing the detail and the 
total for the three funds. 


EEA RES PLCCELVAD le CMETOM Graer. cute crgsaton eer tees ara ses CIE ac at, kok olin cero eo $ 8,000 
Wuepiromioprer funds hey iin = 1 ieee ee ere ee ed Bite coer 16,000 
Cashu(totaloigo-accounts),s6-0. is eae Ce eee. Mule eds So eoae 33,000 
WOU GIT SED aan DOME iy rcs fhe Sa siecle ETM ee ce han te eee A Soot ti we ee EAE 16,000 
REdeIve OTSENCINDTANCES «ccs os coe ores RN une ne ictus Seas wn 4,000 
Investments (of which $22,500 belongs to the trust fund)................ 52,500 
BP axean blelpaAtiOmmnO Lessa VAD Ore ia Meyers ccs eee  Aie eSeyen Aoe aa 20,000 
Reserve for retirement of sinking fund bonds........................0.. 28 , 000 
Rermanent balance waren co os. c. os co ene ee net, dic, Se a ee 25 , 000 
Rxpendableibalancel: 29a) 6. 6.2.1 o eae sds | eee eds eee eh coe 500 
Unappropriated surplus (of which $12,000 belongs to the general fund).... 16,000 


Problem 28-4. The list of accounts below and on the following page is the 
result of combining the April 30, 1961 interim trial balances of three funds of 
Delta City. Prepare the separate balance sheets of the three funds. 


Cash (total of 3 accounts—of which $30,000 belongs to the 


SPCCLAINASSeSSMeM UAC) heer ater a clases es ae 48,000 
Requiredicontributions a. ees. eke ick os ae 54,000 
@ontribution reventes toe ee citantes owes ele ae. 52,000 
Improvementsauthorized.. 00,2) 2.2 eek es las 50, 000 
Due toreenerali fund: py eure atone ames: Sap 1,500 
Reserve for retirement of sinking fund bonds........... 57,000 
(Paxessreceivable—-CUrreltwnr same ue et eco anes oe 1,500 
Allowance for uncollectible taxes..................005. 500 
Encumbrances: 

Special revenue (und pit ea ers ee ge he tote = 1,000 

Special assessment funders... cc ek eee es 37,000 
Requinedeearnin gs reer yay ny ee eet 3,000 
JORDANS, Zoe, oe OS outers Ao ok Uae Os SMO Rieke oro rae 3,000 
Ta GRE TaVes MASTS os ce Sear oh le eSalle hate Clon 66 Que a teenennr Oneteres 45 ,000 
Reserve for encumbrances (total of 2 accounts)......... 38,000 
IHS tiln a Le GUT CV CNL Sime teers et mtr Crane a Sse ctas 15,000 


RE VeIICS re ee ee ee i rey eka cscs e sielezs 12,000 
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Vouchers payable: 


Special revenue fund ast i4ctes4e.asarmeber, soe seer aes 1,000 

Special assessimentat und geeyenieases ee tee ee ee 2,000 
Bonds: payableinni. . © ccs. otyoh ea eg cat eon eee oe 50,000 
Unissueds DoOnd Sass: Goce ee ee 10,000 
Appropriations: 

Special'revenuie fund’. sey eee eee ee 14,500 

Special assessmentatun d se eee ieee ee 50,000 
Unappropriated surplus (total of 2 accounts)........... 1,500 
Appropriationiexpendicuresi: 11 ee iene ee 5,500 
Construction expendituresia ser imei att ene eee 13,000 


283,000 283 ,000 


Problem 28-5. You are engaged to audit the accounts of Gulf City for the 
year ended June 30, 1960. The books show the following information as to the 
general fund: 


Unappropriated surplus at beginning of year.................. $332,011 
Taxes assessed n\th, ab aderclcuaak cee: Rel secu ee ee 184,400 
Othenrevenues:collectedia.as. te cen ore ee ee eee 56,841 
Appropriation expenditures, per vouchers approved............ 227 , 642 
Unappropriated’surplus|at end of syearts-, 92) yaar eee 345,610 


Upon investigation, you discover the following facts: 


(a) The assets of the fund include the book value of permanent property, which 
on July 1, 1959, totaled $269,362 and on June 30, 1960, $286,962. The 
difference represents capital expenditures for the year charged direct 
to fixed asset accounts. 

(b) On June 30, 1960, orders and contracts were outstanding estimated to cost 
$4,350, payable out of the appropriations for the fiscal year under 
audit. 

(c) Taxes for the year were due May 1, but only 82% had been collected as of 
June 30. Estimates indicate that further collections will bring the total 
to not over 90%. 

(d) Amounts due the sinking fund from the general fund for the year to- 
taled $9,212, of which $6,000 was paid and included in appropriation 
expenditures. 

(e) On July 15, 1960, a public benefit installment of $3,178 is due the special 
assessment fund. A similar installment, due July 15, 1959, was paid 
and entered as an appropriation expenditure for the year under audit. 

(f) Included in the appropriation expenditures for the year under audit are 
the following sums paid for the benefit of departments supported entirely 
by special revenue funds: library, $1,687; parks, $2,143. 


Does the unappropriated surplus at the beginning and the end of the year cor- 
rectly indicate the amounts available for appropriation and expenditure on those 
dates? If not, prepare working papers showing the correct amounts. 


Problem 28-6. The city of Boomtown entered into the following transac- 
tions during the year 1960: 


(1) A bond issue was authorized by vote to provide funds for the construction 
of a new municipal building which it was estimated would cost $500,000. 
The bonds were to be paid in ten equal installments from a sinking 
fund, payments being due March 1 of each year. Any balance of the bond 
fund is to be transferred directly to the sinking fund. An appropriation 
of $500,000 was authorized. 
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(2) An advance of $40,000 was received from the general fund to provide for a 
required deposit of that amount on a contract for the purchase of land 
for $60,000. The deposit was made. 

(3) Bonds of $450,000 were sold for cash at 102. It was decided not to sell all of 
the bonds because the cost of the land was less than was expected. 

(4) Contracts amounting to $390,000 were left to Michela and Company, the 
lowest bidder, for the construction of the municipal building. 

(5) The temporary advance from the general fund was repaid and the balance 
on the land contract was paid. 

(6) On the basis of the architect’s certificate, warrants were issued for $320,000 
for the work completed to date. 

(7) Warrants paid in cash by the treasurer amounted to $310,000. 

(8) Owing to changes in the plans, the contract with Michela and Company 
was revised to $440,000; the remainder of the bonds were sold at 101. 

(9) Before the end of the year, the building was completed and additional 
warrants amounting to $115,000 were issued to the contractor in final 
payment for the work. All warrants were paid by the treasurer. 


Required: 


(a) Record the above and closing entries in bond fund T-accounts. Designate 
the entries in the T-accounts by the numbers which identify the data. 
(b) Prepare applicable fund balance sheets as of December 31, 1960, consid- 
ering only the proceeds and expenditures from bond fund transactions. 


Problem 28-7. (a) Rearrange the following balance sheet of the Town of X 
in acceptable form for municipal reporting. 


TOWN OF X 
Balance Sheet 


June 30, 1961 


Assets 

Current 

GIES ols SN Rt $ 50,000 

Taxes receivable (including special assessments of $80,000). 100,000 

InvestmentsiotetnustssUnd ye ease cn eee ee ee ee 30,000 $ 180,000 
Fixed: 

OGEDIE . Sacre 3 eo CUR SD COR NER on Si) ene ae ane ee $100,000 

TEXPRMG AES ha 2S ee eerie > omen er ear ee me 800,000 

ES CPU ITONING TA GPUS Pays caer ween are et Pe teu ncn rea a 50,000 950, 000 

$1,130,000 
Liabilities 

Current: 

Accounts payavle—Generaleiund@aeem saat oh 2.2 ks oa ete cree $ 10,000 
Fixed: 

General obligations bonds payable...................... $350, 000 

Special assessment bonds payable....................... 75,000 425,000 
Fund equities: 

(GEC ABET Cg eae are ere re ge vin tg Se Tae ea $ 25,000 

MARY UNS Gr CULT) Chi ete een ee Rg ES rum We sin) origus tiers, Sve aeae 40,000 

VS *aF aE IAA bs end. ec om ASH dee Gee eA ELD 0 cuaen RIE en ohne Cee er a 25,000 

Specialeassessinent fund tressr nen eh eines cneeqnie eer 5,000 

IPTODCrOVALUn ters se Peer emer orm ertnet es nr 600,000 695 ,000 


$1, 130,000 
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(b) The Town of X, for which the balance sheet was prepared in part (a), will 
use budgetary accounts. You are to prepare the balance sheet for its general fund 
at the end of its first month of operation in its fiscal year starting July 1, 1961. 
The following events are to be considered: 


(1) A budget was adopted which provided for property taxes of $210,000 for 
general municipal purposes and for estimated revenue from fees, etc., 
of $23,000. Appropriations were $180,000 for current operations, $20,000 
for debt service, and $35,000 for street and other capital improvements. 

(2) During July purchase orders of $9,400 were placed, $3,150 of which were 
received and vouchered at an actual net cost of $3,078. Pay roll amount- 
ing to $5,185 was vouchered and $14,000 of vouchers were paid. 

(3) The tax roll was not completed; but $21,000 of 1960-1961 taxes were col- 
lected, $18,350 of which were special assessments. Miscellaneous fees, 
etc., collected amounted to $2,060. 


Problem 28-8. The balance sheets for two of the funds of Atomic City are 
presented below. 


ATOMIC CITY 
General Fund 
Balance Sheet 
June 30, 1960 


Assets 


Cash * 2355. 08 Sete tie ha ir Ten ee Cs, ee en $ 15,482.34 
Taxes receivable: 


Years1956=1957 Age: Soe ae ier ie $ 1,917.66 
Yearsl95/=1 9580 er eae aloe ce ee eee 7,308.14 
Year 1958-19595 hx. eek, «ok aio oeaede eek 8,133.11 
Yeoarj1959-1960. 20. Rew cn cca epee 123,170.65 140,529.56 


Deferred charges: 
Overexpenditures of 1959-1960 appropriations $ 437.10 
Taxes cancelled—1959-1960................ 850.00 1,287.10 


$157 , 299.00 


rT E Liabilities and Surplus 
Tax anticipation notes: 


Vearoa(a1058s cca oe ae Cee ee $ 7,000.00 

Year lO58—195994. cco ne eae eee ee 8,000.00 

Year= 1959-19604 «Fernie ee eee 123,000.00 $138,000.00 
Vouchers payable” )...°: corto eee ue con ee eee 17,601.00 
Unappropriated surplus a.-e eee eer e eee 1,698.00 


$157 , 299 .00 


ATOMIC CITY 
Property and General Bonded Debt 
Balance Sheet 


June 30, 1960 


Biquipmenti: Gti. eco ce orcad ese Pee en ee $185,345.00 
Land and etructures cy ah escent re ieee eee 456 , 789 .00 

$642 , 134.00 
Bonds payable PE opine SOG Ue au DEE ee Rubs Mio aee $100,000.00 
Investment in general fixed assets..................++20005 542,134.00 


$642 , 134.00 
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The governing body of the city adopted the following budget for 1960-1961: 


Appropriations 

Department ef publi€ works... oc cc cu. Mele Diels ccien. $275, 450.00 
Department of revenue and finance....................24. 48,500.00 
Départmentofmpublic satety:o..ci act. a eld ce oe 335,375.00 
Departinento: public affairs... Se iia io he oT 190,000.00 
Department of parks and public property.................. 60,000.00 
Iinteresteonsbonas teet..s. oo te cn ee ee oe 3,500.00 
IREetinementyOMUOHGS sya. sm) =r ee te ay 7,000.00 
Interest#enatiotessen sects t a. Scent et eae HRB SEL oe hipr irk 2 4,500.00 
Overexpenditures of 1959-1960 appropriations.............. 437.10 
Taxes*cancelled— 1959-1960: .... 0. oc oe ee on de 850.00 

$925,612.10 

Anticipated Revenues 

FEN ELA] MIGCTINGS ee ete ites cc boar ae ere eR reer $ 9,700.00 
PAGUOTANCEN Ses meee Mex te IAs, AG daisies ete oe eae marie 63 , 000.00 
AN TEKEStRODSCANES PW NAL ote Es te, rite nee ee ne te a 22,000.00 
Cityacleriasiicesmer my yn acne ee kee Cette ens 700.00 
Buildinigapermitseye Ok Hor. ot A ee a eee 2,500.00 
Bureautotihealth feesa. aera. hee cect eo ede renee 5,400.00 
POLICE COUFE NER As ciel non eee ada: See ee se ee ee 3,000.00 
Salevof-old:equipmentiacs..- sora oe ace tiiek Sere orate tee 1,000.00 

$107,300.00 
AINOUNT LO, De TaIseGs OY. tAxXatiON 4.450 .eei 4 Paes eit: 818,312.10 

$925 ,612.10 


The actual amount of taxes levied for the year 1960-1961 was $818,603.75. 
A statement of receipts and disbursements for the 1960-1961 year follows: 


Receipts 

OSG ON Et ARCS rt cue nocd cnet ae d Oe $ 1,012.75 
TOON Sha KGS Hemme Rien een tele tread caste eva see wc tones o ayer ore wae 5,475.63 
1958-1959) CARS merarerd © htt. « art os Gb sien one Bie muskioeiney eats 6,125.47 
HOSS=1OCO axes Wee eer wter nn. se nie acl ctucce ce: fot ate ia sateen 115,245.78 
LOGO MOGIECEXGS eee te tren ees hase oct oe knee are ae 587 375.62 
Goneral licenses aes eee. xc Site eee ta Ae hate ot a ronteate 9,754.00 
UR UORMICOT SES ere hee cro ttdl <eee Tae ea eit oedema ES fos 63,125.00 
Interest Onutaxesme ves? A: AS etetey ihe Ld Sheena deree 21,900.00 
Citypclenkistfeesiccsiya tesa. eng cesrnca tes Rive, onay s, dees apes Seetsihes 725.00 
Broad oliny34 olcieert hte eR MMR Cisd C SBM Gc ines cameras 2,530.00 
‘Bureauotihealth: fees... <2. .ctatisy Mee cisco Aes hacky 5,350.00 
Police court: mnesiye pe: s.r eee core dee ee Saas 2,925.00 
Miscellaneous iCesh enw wouter cee eee alas eels 250.00 
Saie of old equipment (cost new, $6,000)................. 900.00 
Tax anticipation notes—1960-1961...................... 215,000.00 

$1, 037,694.25 

Vouchers Paid 

Department ol publicnwOLkS are teins e ite Mele $ 269,830.00 
Department of revenue and finance...................-. 47,350.00 
Department ior publicisafety.. .vaamaqen: fib wi 36 ae 325, 250.00 
Department of publicyafiairsiy, oe. seer ee ele 187,325.00 
Department of parks and public property...............- 59,100.00 


(Continued on the following page) 
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Interest: on bonds 2! 6: ees Rea etc ae eee eer see $ 3,500.00 
Retirementvofs bonds Vi) acc eee ee eee 7,000.00 
Interest(on notes 44.45.05 ee ae oe ee eee 4,300.00 
Tax anticipation notes—1957-1958...................... 7,000.00 
Tax anticipation notes—1958-1959...................... 6,000.00 
Tax anticipation notes—1959-1960...................... 114,000.00 
Vouchers certified for payment last year................. 17,601.00 


$1,048,256 .00 


The above disbursements include $55,000 spent for new equipment. 
The following bills certified for payment applicable to the current year were 
unpaid on June 30, 1961: 


Department) of public-works. sere ee eee $ 4,000.00 
Department of revenue and finance..................... 1,000.00 
Department of public satiety. 4-4 eee 9,500.00 
Depaxtmentrofspublicratiains see ee eee 2,000.00 
Department of parks and public property................ 700.00 


Submit the journal entries, in summary form whenever convenient, applicable 
to the general ledger accounts for the 1960-1961 fiscal year for the two funds for 
which data are supplied. Also prepare closing entries. 


Problem 28-9. From the following municipal trial balance at the close of the 
fiscal year ended June 30, 1961, but before closing the books, prepare working 
papers showing the balance sheet data by funds, after giving effect to necessary 
entries as of the close of the year and to settlements of all interfund current 
balances with the working capital fund. 


Debit Credit 

Accounts receivable, general fund........... 3,321.74 
Allowance for uncollectible taxes............ 2,875.00 
Appropriations 4 cn ebre wes econo ree 300,000.00 
Appropriation expenditures................ 296,055.81 
Assessments receivable.................... 72,621.70 
Bonded debt, general....................55 250,000.00 
Bondstundicash..2.!. net nitie. meat pee oe 2,005.60 
Bond fund balance (unappropriated)........ 678.00 
Bonds authorized and unissued............. 8,000.00 
Contracts payable, bond fund. . 4,700.00 
Due stores and service fund from. bond fund.. 1,227.60 
Due stores and service fund from general fund 1,593 .96 
Due stores and service fund from other funds. 2,821.56 
Encumbrances :..)scbsucs eee eee 2,827.10 
Estimated reyenuesen cahnea mil en een eee 301,500.00 
Fixed! property. i..iecin eerste has tee ee 897 ,640.00 
Fixed property (income-producing, trust fund) 62,000.00 
General fundicsshs.n.ccennas ce ieee oe 1,842.10 
Income account, sinking fund.............. 1,960.00 
Interest cost, special assessment fund........ 620.00 
Loan from general to stores and service fund. 25,000.00 
Public benefit receivable, special assessment 

Cuind' Ahi ss ocak tha doe ae 6,400.00 
Reserve for encumbrances, general fund..... 2,827.10 
Reserve for retirement of bonds............. 160,000.00 
Revenues, general fund.................... 300, 896 .00 


Sinkingsfund cashiee qari eet eee 1,450.00 
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Debit Credit 

Sinking fund investments.................. 160,000.00 a 
Sinking fund requirements................. 1,000.00 
Dinkingsrundesurplusi ce eee eee 490.00 
Special assessment bonds.................. 80,000.00 
Special assessment fund cash............... 1,872.65 
Stores and service fund working capital (loan 

Lromepeneralifund)).. 0. . 02.4 ete eee 25,000.00 
Stores and service fund cash................ 1,408.22 
PMR OM IE COMO YS occa ans res 9 ox a tee cee 15,942.80 
Surplus, special assessment fund............ 1,514.35 
Surplus invested in fixed assets............. 647 , 640.00 
Taxes receivable, general fund.............. 6,972.61 
Temporary loans, general fund............. 3,000.00 
PLristifhunde balances... s.cman We ba. oes 96,320.00 
LYUSteuncicash ee... noe ee ee 6,820.00 
Trust fundinvestments 205) 28, 08. ee 27,500.00 
Unappropnated surplusso-......000. 24s. 25,000.00 
Vouchers payable, bond fund............... 3,400.00 
Vouchers payable, general fund............. 1,327.30 
Work in process, stores and service fund..... 4,827.42 


1,910,449.31 1,910,449. 


31 


Problem 28-10. From the following information concerning the operations 
of a special revenue fund of the city of Blank for the fiscal year ended April 30, 


1961, prepare: 


(a) Entry or entries to close the books of the fund for the year. 
(b) A balance sheet of the fund as of April 30, 1961. 


Information regarding the fund for the year ended April 30, 1961: 
1. Unappropriated surplus at May 1, 1960, consisted entirely of 


CAS MEIER cet sociicg.s Sols. eee ee Re eee $ 2,350 


Be Ludret.estinate.of revenues:...<. rect. O_o mn 
BMS RUCCE APDTODTIAVIONSs 2 201741 4 wh ches ah oskrouga eas eeors aree 
4, Tax levy, $115,620, against which a reserve of $4,000 is set for 
estimated losses in collection. 
5. Tax receipts, $112,246, with penalties of $310 in addition. 
6. Receipts from temporary loans, $20,000, all of which were re- 
paid during period with interest of $300. 
7. Balance of encumbrances unliquidated, a SO mLOG Ie ee 
8. Vouchers approved for expense. . te Eee Me 
9. Vouchers approved for capital expenditures. . 
10. Vouchers approved for payment of bonds falling due during the 
year, $5,000, and for interest on bonds, $2,000. 
11. Miscellaneous revenue received..:.............0 0000s ee eee 
12. Rebate of current year’s taxes collected prematurely......... 
13. Warrants issued and payable on demand................... 
14. Refund on an expense voucher on which an excess payment 
WOn Mader: JE ier Rison, cae Mee teh ed eed 


185,000 
178,600 


116 


Problem 28-11. The Area Recreational Authority was constituted about 
July 1, 1960, to carry out certain recreational activities for which the authority 


was to buy or construct the equipment. 
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It was decided that the accounts of the authority will show budgetary estimates 
as well as actual revenues and expenditures in an approved manner, and that 
the transactions will be recorded in the following funds: 


General Fund Sinking Fund 
Working Capital Fund Property and General Bonded Debt 
Bond Fund 


Prepare a 10-column journal, allowing two money columns for each fund, and 
record therein the following transactions for the year ended June 30, 1961. You 
need not prepare your solution to account for details customarily maintained in 
subsidiary ledgers. You may omit explanations, but key the journal entries to 
the paragraph numbers in the problem. 


(1) An advance of $50,000 was made to the working capital fund by the 
parent government creating the authority to finance the initial con- 
struction and activities, to be repaid out of operating revenues. 

(2) From the working capital fund thus created, $10,000 was transferred to 
the general fund for current operating expenses until revenues could 
be realized. 

(3) A budget of recreational activities for the year was adopted as follows: 


Revenues 

IGIGENBES rece gee mane or ee ET ice Ee: ee $ 50,000 
1 SS of eater iar peal amar Soe Nah en can RA alae coi iee arabe hn Bs aid 100,000 
Bales Srey Se) re te 4 aac et cet ere ear eee 30,000 
Miscellaneouse 5 2 tte Soke Se. Se ee ner a ee 10,000 

$190,000 

Expenditures 

Administration ed ccs ch i a ee $ 10,000 
Bathinespavilion iy A ee, Be A ee ee eee ae 65,000 
BO ating ore cnt, AO cuca ic ates ROE 25,000 
Park niaintendnce ae). 6c ee ei aie os ee ee 54,000 
Interest On DONS a areca kee sr 7 ocho ase eee ee 6,000 
Sinking fund requirements...) Gare eee ie 20,000 

$180,000 


(4) Purchases of supplies were made by the working capital fund for central 
stores to the amount of $36,000 and paid in full. 

(5) A bond issue of $200,000 for improvements was authorized as of July 1, 
1960, bearing interest at 3 per cent per annum, payable semiannually 
from the general fund. It was disposed of on August 1 at par and ac- 
crued interest of $500. 

(6) The governing board appropriated the full $200,000 for recreational 
equipment and signed contracts amounting to $165,000. Work was 
completed and contracts were paid to the extent of $156,000, which 
included $1,000 of extras, leaving $10,000 in progress on June 30, 1961. 

(7) Additional construction work on the recreational equipment was supplied 
through the working capital fund to the extent of $34,000, which in- 
cluded $20,000 of labor paid in cash, and $14,000 of material from 
stores at cost. The working capital fund was reimbursed in full by the 
bond fund for this service. 

(8) Maintenance services (labor only) supplied to authority activities and 
paid for by the working capital fund were: Bathing pavilion, $3,300; 
boating, $1,100; and park maintenance, $5,720. Of the foregoing, park 
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maintenance in the amount of $2,200 was incomplete and not billed 
as of June 30, 1961. Otherwise, reimbursement to the working capital 
fund was completed by the general fund. 


(9) Revenues collected during the year were as follows: 


WACENSOB ra: s here Soa Me uN easier Bere $ 48,500 
BOOS cic «ee Bitar nm ge a eA cede Mts RS ORT ceva a 101,400 
Sales ihe oC pao an yaya Meee ee TESG Sires APE nlp ncn bX Mian 29,200 
Miscellaneous! ycarmic creer tie a Rare te Se ee ee 9,400 

$188, 500 


In addition, there was $1,600 of licenses billed but not collected, on 
which possible losses should not exceed 20 per cent. 
(10) Supplies were issued to authority departments by the central stores as 


follows: 

FN CLUDDTTFISULAUION foe orct tarsi artes GReieierclo ieice yet eee ae $ 330 

Bathingipavilion<s sca.cceere voters atetera ore ce othe sie Sar 2,640 

BOUTIN Gero: ios vote tala icles Geeare ea ote Loe citorucie ea ON aoe aie ae 1,650 

Rarkemaintenancer je. sies sais reinios eatin © ae ae eee 6,930 
$ 11,550 


Transfers were made to the working capital fund to the amount of 
$10,600 on account of these items. 

(11) Contracts and orders issued during the year by the general fund for 
operating expenses totaled $83,000. These were completed to the extent 
of $81,160, leaving $1,200 for bathing pavilion and $640 for boating, 
or a total of $1,840 outstanding on June 30. 

(12) Vouchers approved by the general fund during the year for pay rolls, 
invoices, and miscellaneous, including those covering contracts and 
orders completed, as well as other items, were as follows: 


(AGmIniIstratlons pe eh see eee eer eso etre oe eh here ie $ 9,450 
Bathing pavillonia.<-t. cesocnita emerson aes cates 59,160 
BORUIN net a a cts tie Fer eee achat Cate eta ee cre te 21,600 
Pankemamtenanceant ton scien eomen tenant mien ok 41,000 
IIE CLER Sarco are Re RI CaN eee ores cole Reg akawa te SA 6,000 

$137 , 210 


Treasury warrants were issued and paid in settlement of these items 
to the amount of $135,610. When the bond interest was paid, the bond 
fund remitted to the general fund the $500 accrued interest collected 
when the bonds were issued. 

(13) When the bonds were issued, it was determined that the requirements for 
the current year for the sinking fund were as follows: 


Required contributions....5. (onsen tres Se lee $ 20,000 
Requirediearmings smc eissrseeaxiscre ciara te fre eke ac teller 500 


Transfer was made to the sinking fund in the amount of $20,000. 
Securities costing $18,000 were purchased for this fund, and income 
thereon was realized to the amount of $300. Among the securities pur- 
chased were authority bonds of $5,000, which were immediately retired. 

(14) The sum of $5,000 was repaid to the working capital fund on the advance 
made to the general fund. 

(15) Among the invoices paid during the year from the general fund were items 
totaling $16,540 for park maintenance equipment. 
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Tables of Amounts and Present Values 


Amount of 1 
114% 


cy 


COADM cP wWrE 


ll setl sell eet at ee 


er ee 


pet pet pt eet — et pe 


food fed peed fet Pt 


Re OR 


ell eet 


a 


ees preh frmh fed foed peet 


— et pt 


iN 
il, 
i 
ily 
al 
A 
ke 
1 
Ike 
ite 


RR eH ee 


ellantlant a 


el 


pot peek fed fet et 


RwWNNH NNNNr- 


.0150 
.0302 
.0456 
.0613 
0772 


.0934 
. 1098 
. 1264 
. 1433 
. 1605 


.1779 
. 1956 
.2135 
.2317 
. 2502 


. 2689 
. 2880 
.3073 
.3269 
.3468 


.3670 
.3875 
.4083 
.4295 
.4509 


4727 
.4948 
.5172 
.5399 
.5630 


.5865 
.6103 
.6344 
.6589 
. 6838 


. 7091 
. 7347 
. 7607 
. 7872 
.8140 


.8412 
. 8688 
.8968 
.9253 
. 9542 


9835 
0132 
.0434 
.0741 
. 1052 


.4432 
8354 
. 2906 


8189 


.4320 


0000 
2500 
7838 
6355 
8400 


4326 
4491 
9259 
8998 
4083 


4894 
1817 
5244 
5573 
3207 


$555 
2033 
4064 
5075 
5501 


5783 
6370 
7715 
0281 
4535 


0953 
0018 
2218 
8051 
8022 


2642 
2432 
7918 
9637 
8132 


3954 
7663 
9828 
1025 
1841 


2868 
4712 
7982 
3302 
1301 


2621 
7910 
7829 
3046 
4242 


1978 
5629 
6279 
4851 


fe 


fot et pt pe 
1 


th 


oP WwW Now hw bd bw NNNNw hd NWwWNwhN hy [al ell aed eed aoe 


4.3997 
5822 | 5.6321 
3916 | 7.2095 


3313 | 9.2288 5633 


4612 | 11.8137 


1635 


Amount of 1 (Concluded) 


3% 31 6% T% | 
1| 1.0300 0000) 1.0350 0000} 1.0400 0000] 1.0500 0000! 1 0600 0000! 1.0700 0000 
2} 1.0609 0000; 1.0712 2500} 1.0816 0000] 1.1025 0000; 1 1236 0000) 1.1449 0000 
3) 1.0927 2700) 1.1087 1788) 1.1248 6400] 1.1576 2500) 1 1910 1600) 1.2250 4300 
4) 1.1255 0881! 1.1475 2300] 1.1698 5856] 1.2155 0625] 1.2624 7696} 1.3107 9601 
5) 1.1592 7407) 1.1876 8631] 1.2166 5290] 1.2762 8156] 1.3382 2558} 1.4025 5173 
6) 1.1940 5230) 1.2292 5533] 1.2653 1902] 1.3400 9564| 1.4185 1911 1 
7) 1.2298 7387) 1.2722 7926] 1.3159 3178} 1.4071 0042] 1.5036 3026) 1 
8| 1.2667 7008) 1.3168 0904] 1.3685 6905] 1.4774 5544| 1.5938 4807| 1 
9} 1.3047 7318) 1.3628 9735} 1.4233 1181] 1.5513 2822} 1.6894 7896] 1 
10} 1.3439 1638) 1.4105 9876] 1.4802 4428] 1.6288 9463! 1.7908 47701 1 
1.3842 3387) 1.4599 6972) 1.5394 5406! 1.7103 3936, 1.8982 9856! 2. 
1.4257 6089) 1.5110 6866) 1.6010 3222| 1.7958 5633] 2.0121 9647| 2. 
1.4685 3371) 1.5639 5606) 1.6650 7351] 1.8856 4914] 2.1329 2826) 2. 
1.5125 8972) 1.6186 9452) 1.7316 7645} 1.9799 3160/ 2.2609 0396) 2. 
1.5579 6742) 1.6753 4883] 1.8009 4351] 2.0789 2818] 2.3965 5819] 2. 
1.6047 0644) 1.7339 8604] 1.8729 8125] 2.1828 7459] 2.5403 5168] 2. 
1.6528 4763) 1.7946 7555) 1.9479 0050} 2.2920 1832] 2.6927 7279] 3. 
1.7024 3306) 1.8574 8920) 2.0258 1652} 2.4066 1923] 2.8543 3915] 3. 
1.7535 0605) 1.9225 0132| 2.1068 4918] 2.5269 5020} 3.0255 9950! 3. 
20| 1.8061 1123) 1.9897 8886] 2.1911 2314) 2.6532 9771) 3.2071 3547] 3. 
21) 1.8602 9457| 2.0594 3147| 2.2787 6807; 2.7859 6259/ 3.3995 6360! 4. 
22| 1.9161 0341} 2.1315 1158) 2.3699 1879} 2.9252 6072] 3.6035 3742] 4. 
23/ 1.9735 8651) 2.2061 1448} 2.4647 1554; 3.0715 2376) 3.8197 4966] 4. 
24; 2.0327 9411) 2.2833 2849; 2.5633 0416] 3.2250 9994] 4.0489 3464] 5. 
25| 2.0937 7793] 2.3632 4498) 2.6658 3633] 3.3863 5494| 4.2918 7072] 5. 
26} 2.1565 9127| 2.4459 5856] 2.7724 6978] 3.5556 7269} 4.5493 8296] 5. 
27/ 2.2212 8901) 2.5315 6711) 2.8833 6858) 3.7334 5632} 4.8223 4594] 6. 
28/ 2.2879 2768) 2.6201 7196} 2.9987 0332; 3.9201 2914] 5.1116 8670) 6. 
29| 2.3565 6551) 2.7118 7798} 3.1186 5145} 4.1161 3560| 5.4183 8790] 7. 
30| 2.4272 6247) 2.8067 9370} 3.2483 9751} 4.3219 4238] 5.7434 9117] 7. 
31| 2.5000 8035} 2.9050 3148) 3.3731 3341) 4.5380 3949] 6.0881 0064! 8. 
32) 2.5750 8276) 3.0067 0759) 3.5080 5875} 4.7649 4147) 6.4533 8668] 8. 
33 | 2.6523 3524) 3.1119 4235] 3.6483 8110) 5.0031 8854! 6.8405 8988] 9. 
84/ 2.7319 0530) 3.2208 6033} 3.7943 1634) 5.2533 4797| 7.2510 2528) 9. 
35| 2.8138 6245} 3.3335 9045} 3.9460 8899] 5.5160 1537; 7.6860 8679] 10. 
36] 2.8982 7833) 3.4502 6611) 4.1039 3255) 5.7918 1614) 8.1472 5200] 11 
37| 2.9852 2668) 3.5710 2543) 4.2680 8986) 6.0814 0694) 8.6360 8712) 12 
38| 3.0747 8348) 3.6960 1132) 4.4388 1345) 6.3854 7729) 9.1542 5235) 13 
39} 3.1670 2698) 3.8253 7171] 4.6163 6599) 6.7047 5115} 9.7035 0749} 13 
40| 3.2620 3779) 3.9592 5972) 4.8010 2063) 7.0399 8871) 10.2857 1794| 14 
41} 3.3598 9893) 4.0978 3381) 4.9930 6145) 7.3919 8815} 10.9028 6101] 16 
42| 3.4606 9589) 4.2412 5799} 5.1927 8391] 7.7615 8756} 11.5570 3267] 17 
43| 3.5645 1677) 4.3897 0202} 5.4004 9527) 8.1496 6693) 12.2504 5463] 18 
44| 3.6714 5227) 4.5433 4160} 5.6165 1508) 8.5571 5028) 12.9854 8191) 19 
45| 3.7815 9584] 4.7023 5855} 5.8411 7568! 8.9850 0779] 13.7646 1083] 21 
0 4372} 4.8669 4110) 6.0748 2271) 9.4342 5818) 14.5904 8748] 22 
a7 qos 9503} 5.0372 8404) 6.3178 1562} 9.9059 7109) 15.4659 1673) 24 
48| 4.1322 5188) 5.2135 8898) 6.5705 2824) 10.4012 6965} 16.3938 7173] 25 
49| 4.2562 1944) 5.3960 6459| 6.8333 4937) 10.9213 3313} 17.3775 0403] 27 
50| 4.3839 0602) 5.5849 2686) 7.1066 8335] 11.4673 9979) 18.4201 5427) 29 
.8916 0310) 7.8780 9090/10. ; 32.9876 9085) 57. 
70 79178 2191)11.1128 2526)15. ; 59.0759 3018/113 . 985 
80 10.6408 9056/15.6757 3754/23. : .7959 9348/224 . 234 
90 /14.3004 6711/22.1121 7595/34. rani te 


80. 
4818)131. 


ao 19.2186 3198/31.1914 0798)50.5049 


i=] 


ray 
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Present Value of 1 


.7413 7220 
.7053 0291 
.6709 8847 
-6383 4350 
.6072 8678 


ee9eS 99999 99999 99999 99999 99999 S9999 SS595 Seo9c SooSS S5050 


0. 0 
9900 7450 | 0.9802 9605 | 0.9754 
9851 4876 | 0.9705 9015 | 0.9634 
9802 4752 | 0.9609 8034 | 0.9515 
9753 7067 | 0.9514 6569 | 0.9397 
9705 1808 | 0.9420 4524 | 0.9281 
9656 8963 | 0.9327 1805 | 0.9167 
9608 8520 | 0.9234 8322 | 0.9053 
9561 0468 | 0.9143 3982 | 0.8942 
9513 4794 | 0.9052 8695 | 0.8831 
9466 1489 | 0.8963 2372 | 0.8722 
9419 0534 | 0.8874 4923 | 0.8615 
9372 1924 | 0.8786 6260 | 0.8508 
9325 5646 | 0.8699 6297 | 0.8403 
9279 1688 | 0.8613 4947 | 0.8299 
9233 0037 | 0.8528 2126 | 0.8197 
9187 0684 | 0.8443 7749 | 0.8096 
9141 3616 | 0.8360 1731 | 0.7996 
9095 8822 | 0.8277 3992 | 0.7897 
9050 6290 | 0.8195 4447 | 0.7800 
9005 6010 | 0.8114 3017 | 0.7703 
8960 7971 | 0.8033 9621 | 0.7608 
8916 2160 | 0.7954 4179 | 0.7514 
8871 8567 | 0.7875 6613 | 0.7421 
8827 7181 | 0.7797 6844 | 0.7330 
8783 7991 | 0.7720 4796 | 0.7239 
8740 0986 | 0.7644 0392 | 0.7150 
8696 6155 | 0.7568 3557 | 0.7062 
8653 3488 | 0.7493 4215 | 0.6974 
8610 2973 | 0.7419 2292 | 0.6888 
8567 4600 | 0.7345 7715 | 0.6803 
8524 8358 | 0.7273 0411 | 0.6719 
8482 4237 | 0.7201 0307 | 0.6636 
8440 2226 | 0.7129 7334 | 0.6554 
8398 2314] 0.7059 1420 | 0.6474 
8356 4492 | 0.6989 2495 | 0.6394 
8314 8748 | 0.6920 0490 | 0.6315 
8273 5073 | 0.6851 5337 | 0.6237 
8232 3455 | 0.6783 6967 | 0.6160 
8191 3886 | 0.6716 5314 | 0.6084 
8150 6354 | 0.6650 0311 | 0.6009 
8110 0850 | 0.6584 1892 | 0.5934 
8069 7363 | 0.6518 9992 | 0.5861 
8029 5884 | 0.6454 4546 | 0.5789 
7989 6402 | 0.6390 5492 | 0.5717 
7949 8907 | 0.6327 2764 | 0.5647 
7910 3390 | 0.6264 6301 | 0.5577 
7870 9841 | 0.6202 6041 | 0.5508 
.7831 8250 | 0.6141 1921 | 0.5440 
.7792 8607 | 0.6080 3882 | 0.5373 

0 0 

0 0 

0 0 

0 0 

0 


0.3697 1121 


0 
6106 | 0.9706 
1833 | 0.9563 
2428 | 0.9421 
7706 | 0.9282 
7488 | 0.9145 
1593 | 0.9010 
9845 | 0.8877 
2069 | 0.8745 
8093 | 0.8616 
7746 | 0.8489 
0860 | 0.8363 
7269 | 0.8240 
6809 | 0.8118 
9318 | 0.7998 
4635 | 0.7880 
2602 | 0.7763 
3064 | 0.7649 
5866 | 0.7536 
0855 | 0.7424 
7881 | 0.7314 
6796 | 0.7206 
7453 | 0.7100 
9707 | 0.6995 
3414 | 0.6892 
8434 | 0.6790 
4626 | 0.6689 
1853 | 0.6590 
9978 | 0.6493 
8867 | 0.6397 
8387 | 0.6303 
8407 | 0.6209 
8797 | 0.6118 
9429 | 0.6027 
0177 | 0.5938 
0916 | 0.5850 
1522 | 0.5764 
1873 | 0.5679 
1850 | 0.5595 
1334 | 0.5512 
0206 | 0.5431 
8352 | 0.5350 
5656 | 0.5271 
2006 | 0.5193 
7290 | 0.5117 
1397 | 0.38041 
4219 | 0.4967 
5649 | 0.4893 
5579 | 0.4821 
3905 | 0.4750 
6760 | 0.4092 
2905 | 0.3526 
6679 | 0.3038 
2425 | 0.2618 
3326 | 0.2256 


6175 
1699 
8423 
6033 


4219 
2679 
1112 
9224 
6723 


3323 
8742 
2702 
4928 
5150 


3104 
8526 
1159 
0747 
7042 


9795 
8763 
3708 
4392 
0583 


2052 
8574 
9925 
5887 
6243 


0781 
9292 
1568 
7407 
6608 


8974 
4309 
2423 
3126 
6232 


1559 
8925 
8153 
9067 
1494 


5265 
0212 
6170 
2975 
0468 


9597 
7692 
9015 


5218 
2944 


18% 

0 
6878 | 0.9518 1440 
2233 | 0.9285 9941 
4543 | 0.9059 5064 
3081 | 0.8838 5429 
7138 | 0.8622 9687 
6018 | 0.8412 6524 
9037 | 9.8207 4657 
5527 | 0.8007 2836 
4830 | 0.7811 9840 
6304 | 0.7621 4478 
9318 | 0.7435 5589 
3253 | 0.7254 2038 
7502 | 0.7077 2720 
1473 | 0.6904 6556 
4581 | 0.6736 2493 
6256 | 0.6571 9506 
5937 | 0.6411 6591 
3076 | 0.6255 2772 
7133 | 0.6102 7094 
7582 | 0.5953 8629 
3904 | 0.5808 6467 
5592 | 0.5666 9724 
2149 | 0.5528 7535 
3087 | 0.5393 9059 
7928 | 0.5262 3472 
6204 | 0.5133 9973 
7455 | 0.5008 7778 
1231 | 0.4886 6125 
7089 | 0.4767 4269 
4597 | 0.4651 1481 
3330 | 0.4537 7055 
2873 | 0.4427 0298 
2817 | 0.4319 0534 
2761 | 0.4213 7107 
2315 | 0.4110 9372 
1093 | 0.4010 6705 
8719 | 0.3912 8492 
4822 | 0.3817 4139 
9042 | 0.3724 3062 
1021 | 0.3633 4695 
0413 | 0.3544 8483 
6875 | 0.3458 3886 | 
0074 | 0.3374 0376 | 
9680 | 0.3291 7440} 
5373 | 0.3211 4576 | 
6836 | 0.3133 1294} 
3761 | 0.3056 7116 
5844 | 0.2982 1576 
2788 | 0.2909 4221 

0. 

0. 

0. 

0. 


Present Value of 1 (Concluded) 


e 
oO 
~] 
j=) 


0.0699 
0.0520 


7379 
9591 
4166 
8705 
0878 


8426 
9151 
0923 
1673 
9391 


2128 
7988 
5134 
1781 
6195 


6694 
1645 
9461 
8603 
7575 


4928 
9250 
9175 
3374 
0557 


9473 
8906 
7675 
4636 
8676 


8715 
3703 
2625 
4490 
8340 


3243 
8294 
2615 
5355 
5684 


2800 
5922 
4294 
7178 
3862 


3653 
5876 
9880 
5029 
0708 


3309 
9736 
7710 
2779 
3284 


0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
QO. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
O 
0. 
Q. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
0. 
OF 
0 


5794 
9417 
5209 
1547 


6872 
9685 
8543 
2061 
8904 


7793 
7493 
6820 
4635 
9841 


1386 
8256 
9476 
4112 
1262 


6040 
1940 
8433 
0890 


.0198 0004 


6617 
7254 
5480 
9029 


5741 
3563 
0436 
4797 
4568 


8160 
3962 
0440 
6133 
9651 


9668 
4921 
4211 
6391 
0373 


3552 
0328 6617 
0201 7698 
0.0123 8691 
0.0076 0049 


eGmboco oe@esoo coecood cocecs cocooe cocoom ceocoo ceococoo coeoeceo coceo cooce 


Amount of Annuity of 1 


1% 


144% 


1)4 % 


1.0000 
2.0050 
3.0150 
4.0301 
5.0502 


6.0755 
7.1058 
8.1414 
9} 9.1821 
10.2280 


11.2791 
12.3355 
13.3972 
14.4642 
15.5365 


16.6142 
17.6973 
18.7857 
19.8797 
20.9791 


22.0840 
23.1944 
24.3104 
25.4319 
26.5591 


27.6919 
28.8303 
29.9745 
31.1243 
32.2800 


33.4414 
34.6086 
35.7816 
36.9605 
38,1453 


39.3361 
40.5327 
41.7354 
42.9441 
44.1588 


45.3796 
46.6065 
47.8395 
49.0787 
50.3241 


51.5757 
52.8336 
54.0978 
55.3683 
56.6451 


69.7700 
83.5661 
98.0677 
113.3109 
129.3336 


1.0000 
2.0100 
3.0301 
4.0604 
5.1010 


0000 
2500 
0013 
0501 


6.1520 
7.2135 
8.2856 
9.3685 

10.4622 


7939 
0879 
1583 
2641 


3521 
7056 


6654 
6237 
4018 
2639 
4752 


11.5668 3467 
12.6825 0301 
13.8093 
14.9474 
16.0968 


2132 


3026 
0141 
8791 
1685 
1544 


17.2578 
18.4304 
19.6147 
20.8108 
22.0190 


6449 
4314 
4757 
9504 
0399 


1101 
3107 
0322 
5524 
1502 


23.2391 
24.4715 
25.7163 
26.9734 
28.2431 


9403 
8598 
0183 
6485 
9950 


1659 
7015 
2200 
9461 
1658 


29.5256 
30.8208 
32.1290 
33.4503 
34,7848 


3150 
8781 
9669 
8766 
9153 


1666 
2375 
6686 
7520 
7807 


36.1327 4045 
37.4940 6785 
38.8690 0853 
40.2576 9862 
41.6602 7560 


0496 
8549 
4942 
2666 
4730 


43.0768 
44.5076 
45.9527 
47.4122 
48.8863 


7836 
4714 
2361 
5085 
7336 


4153 
3974 
7244 
7030 
6415 


50.3752 
51.8789 
53.3977 
54,9317 
56.4810 


3709 
8946 
7936 


7472 


8497 
6390 
3222 
2138 
6299 


58.0458 
59.6263 
61.2226 
62.8348 
64.4631 


8547 


3051] 81.6696 
0549|100.6763 
1357/121.6715 
3580) 144.8632 
9842)170.4813 


0000 
0000 
0000 
0100 


1506 


2727 
1254 


2804 


9554 


5715 


4432 
0777 
3385 
8218 


6986 
3684 
2172 
6746 
8294 


0000 
0000 
5625 
2695 
7229 


1.0000 
2.0125 
3.0376 
4.0756 
5.1265 


6.1906 
7.2680 
8.3588 
9.4633 
10.5816 


5444 
3762 
8809 
7420 
6637 


11.7139 
12.8603 
14.0211 
15.1963 
16.3863 


3720 
6142 
1594 
7988 
3463 


17.5911 
18.8110 
20.0461 
21,2967 
22.5629 


6382 
5336 
9153 
6893 
7854 


23.8450 
25.1430 
26.4573 
27.7880 
29,1354 


1577 
7847 
6695 
8403 
3508 


30.4996 
31.8808 
33.2793 
34.6953 
36.1290 


2802 
7337 
8429 
7659 
6880 


37.5806 
39.0504 
40.5385 
42.0453 
43.5708 


8216 
4069 
7120 
0334 
6963 


45.1155 
46.6794 
48.2926 
49,8862 
51.4895 


0550 
4932 
4243 
2921 
5708 


53.1331 
54.7973 
56.4823 
58.1883 
59.9156 


7654 
4125 
0801 
3687 
9108 


61.6646 
63.4354 
65.2283 
67.0437 
68.8817 


3721 
4518 
8824 
4310 
8989 


88.5745 0776 
110.8719 9776 
136.1187 9526 
164.7050 0762 
197.0723 4200 


1.0000 0000 
2.0150 0000 
3.0452 2500 
4.0909 0338 
5.1522 6693 


6.2295 
7.3229 
8.4328 
9.5593 
10.7027 


5093 
9419 
3911 
3169 
2167 


11.8632 
13.0412 
14.2368 
15.4503 
16.6821 


6249 
1143 
2960 
8205 
3778 


17.9323 
19.2013 
20.4893 
21.7967 
23.1236 


6984 
5539 
7572 
1636 
6710 


24.4705 
25.8375 
27.2251 
28.6335 
30.0630 


2211 
7994 
4364 
2080 
2361 


31.5139 
32.9866 
34,4814 
35.9987 
37.5386 


6896 
7850 
7867 
0085 
8137 


39.1017 
40.6882 
42.2986 
43.9330 
45.5920 


6159 
8801 
1233 
9152 
8789 


47.2759 
48.9851 
50.7198 
52.4806 
54.2678 


6921 
0874 
8538 
8366 
9391 


56.0819 
57.9231 
59.7919 
61.6888 
63.6142 


1232 
4100 
8812 
6794 
0096 


65.5684 
67.5519 
69.5652 
71.6086 
73.6828 


1398 
4018 
1929 
9758 
2804 


96.2146 5171 
122.3637 5295 
152.7108 5247 
187.9299 0038 
228.8030 4330 


2% 


1.0000 
2.0200 
3.0604 
4.1216 
5.2040 


6.3081 
7.4342 
8.5829 
9.7546 

10.9497 


12.1687 
13.4120 
14.6803 
15.9739 
17.2934 


18.6392 
20.0120 
21.4123 
22.8405 
24.2973 


25.7833 
27.2989 
28.8449 
30.4218 
32.0302 


33.6709 
35.3443 
37.0512 
38.7922 
40.5680 


42.3794 
44,2270 
46.1115 
48.0338 
49.9944 


51.9943 
54.0342 
56.1149 
58.2372 
60.4019 


62.6100 
64.8622 
67.1594 
69.5026 
71.8927 


74.3305 
76.8171 
79.3535 
81.9405 
84.5794 


114.0515 
149.9779 
193.7719 
247.1566 
312.2323 


2/4 


% 


0000 
0000 
0800 


2096 
8338 
6905 
2843 
2100 


1542 
8973 
3152 
3815 
1692 


8525 
7096 
1238 
5863 
6980 


1719 
8354 
6321 
6247 
9972 


0572 
2383 
1031 
3451 
7921 


4079 
2961 
7020 
0160 
7763 


6719 
5453 
3962 
3841 
8318 


2284 
2330 
6777 
5712 
1027 


6447 
7576 
1927 
8966 
0145 


3942 
1114 
5780 
5632 
0591 


1.0000 
2.0250 
3.0756 
4.1525 
5.2563 


0000 
0000 
2500 
1563 
2852 


6.3877 
7.5474 
8.7361 
9.9545 
11.2033 


3673 
3015 
1590 
1880 
8177 


12.4834 
13.7955 
15.1404 
16.5189 
17.9319 


6631 
5297 
4179 
5284 
2666 


19.3802 
20.8647 
22.3863 
23.9460 
25.5446 


2483 
3045 
4871 
0743 
5761 


27.1832 
28.8628 
30.5844 
32.3490 
34.1577 


7405 
5590 
2730 
3798 
6393 


36.0117 
37.9120 
39.8598 
41.8562 
43.9027 


0803 
0073 
0075 
9577 
0316 


46.0002 
48.1502 
50.3540 
52.6128 
54.9282 


7074 


3445 
8531 
0744 


57.3014 
59.7339 
62.2272 
64.7829 
67.4025 


1263 
4794 
9664 
7906 
5354 


70.0876 
72.8398 
75.6608 
78.5523 
81.5161 


1737 
0781 
0300 | 
2308 
3116 


84.5540 
87.6678 
90.8595 
94.1310. 
97.4843 


3443 
8530 
8243 
7199 
4879 


135.9915 
185.2841 1421 
248.3827 1265 
329.1542 5328 
432.5486 5404 


8995 


7751 | 


Amount of Annuity of 1 (Concluded) 


[= 3% 314% 4% 5% 6% 1% ‘| 
1 1.0000 0000 1.0000 0000 1.0000 0000 1.0000 0000 1.0000 0000 1.0000 0000 
2 2.0300 0000} 2.0350 0000 2.0400 0000 2.0500 0000 2.0600 0000 2.0700 0000 
3 3.0909 0000) 3.1062 2500 3.1216 0000 3.1525 0000 3.1836 0000 3.2149 0000 
4 4.1836 2700} 4.2149 4288 4.2464 6400 4.3101 2500 4.3746 1600 4.4399 4300 
5 5.3091 3581 5.3624 6588 5.4163 2256 5.5256 3125 5.6370 9296 5.7507 3901 
6 6.4684 0988) 6.5501 5218 6.6329 7546 6.8019 1281 6.9753 1854 7.1532 9074 
7 7.6624 6218] 7.7794 O751 7.8982 9448 8.1420 0845 8.3938 3765 8.6540 2109) 
8 8.8923 3605] 9.0516 8677 9.2142 2626 9.5491 O888 9.8974 6791 10.2598 0257 
9| 10.1591 0613] 10.3684 9581 10.5827 9531 11.0265 6432 11.4913 1598 11.9779 8875 

10| 11.4638 7931] 11.7313 9316 12.0061 0712 12.5778 9254) 13.1807 9494 13.8164 4796 
11| 12.8077 9569) 13.1419 9192 13.4863 5141 14.2067 8716} 14.9716 4264 15.7835 9932 
12} 14.1920 2956) 14.6019 6164 15.0258 0546 15.9171 2652) 16.8699 4120 17.8884 5127) 
13| 15.6177 9045) 16.1130 3030 16.6268 3768} 17.7129 8285] 18.8821 3767 20.1406 4286) 
14| 17.0863 2416) 17.6769 8636) 18.2919 1119 19.5986 3199} 21.0150 6593 22.5504 8786 
16| 18.5989 1389} 19.2956 8088} 20.0235 8764] 21.5785 6359] 23.2759 6988 25.1290 2201 
16} 20.1568 8130) 20.9710 2971} 21.8245 3114] 23.6574 9177] 25.6725 2808 27.8880 5355) 
17| 21.7615 8774] 22.7050 1575]} 23.6975 1239] 25.8403 6636] 28.2128 7976 30.8402 1730) 
18] 23.4144 3537) 24.4996 9130) 25.6454 1288) 28.1323 8467] 30.9056 5255 33.9990 3251 
19| 25.1168 6844} 26.3571 8050| 27.6712 2940} 30.5390 0391] 33.7599 9170 37.3789 6479 
20| 26.8703 7449] 28.2796 8181] 29.7780 7858! 33.0659 5410| 36.7855 9120 40.9954 9232 
21| 28.6764 8572) 30.2694 7068) 31.9692 0172) 35.7192 5181] 39.9927 2668 44.8651 7678 
22) 30.5367 8030) 32.3289 0215} 34.2479 6979} 38.5052 1440} 43.3922 9028 49.0057 3916 
23) 32.4528 8370) 34.4604 1373) 36.6178 8858] 41.4304 7512! 46.9958 2769 53.4361 4090 
24| 34.4264 7022) 36.6665 2821| 39.0826 0412} 44.5019 9887) 50.8155 7735 58.1766 7076 
25| 36.4592 6432! 38.9498 5669! 41.6459 0829) 47.7270 9882) 54.8645 1200 63.2490 3772 
26| 38.5530 4225) 41.3131 0168) 44.3117 4462) 51.1134 5376) 59.1563 8272) 68.6764 7036 
27) 40.7096 3352) 43.7590 6024) 47.0842 1440} 54.6691 2645) 63.7057 6568 74.4838 2328 
28) 42.9309 2252) 46.2906 2734] 49.9675 8298] 58.4025 8277) 68.5281 1162 80.6976 9091 
29) 45.2188 5020} 48.9107 9930} 52.9662 8630} 62.3227 1191] 73.6397 9832 87.3465 2927 
830| 47.5754 1571] 51.6226 7728) 56.0849 3775| 66.4388 4750} 79.0581 8622 94.4607 8632 
831! 50.0026 7818] 54.4294 7098] 59.3283 3526] 70.7607 8988] 84.8016 7739} 102.0730 4137 
832) 52.5027 5852! 57.3345 0247] 62.7014 6867} 75.2988 2937} 90.8897 7803 110.2181 5426 
831) 55.0778 4128) 60.3412 1005) 66.2095 2742) 80.0637 7084) 97.3431 6471 118.9334 2506) 
34) 57.7301 7652) 63.4531 5240) 69.8579 0851) 85.0669 5938] 104.1837 5460} 128.2587 6481 
35| 60.4620 8181! 66.6740 1274) 73.6522 2486) 90.3203 0735] 111.4347 7987) 138.2368 7835 
36| 63.2759 4427| 70.0076 0318) 77.5983 1385} 95.8363 2272) 119.1208 6666) 148.9134 5984 
37] 66.1742 2259) 73.4578 6930) 81.7022 4640) 101.6281 3886) 127.2681 1866) 160.3374 0202) 
38! 69.1594 4927| 77.0288 9472! 85.9703 3626] 107.7095 4580} 135.9042 0578} 172.5610 2017 
39| 72.2342 3275] 80.7249 0604} 90.4091 4971] 114.0950 2309] 145.0584 5813 185.6402 9158 
40| 75.4012 5973} 84.5502 7775} 95.0255 1570] 120.7997 7424] 154.7619 6562} 199.6351 1199 
41] 78.6632 9753] 88.5095 3747| 99.8265 3633] 127.8397 6295] 165.0476 8356} 214.6095 6983 
42| 82.0231 9645] 92.6073 7128] 104.8195 9778] 135.2317 5110) 175.9505 4457) 230.6322 3972 
43| 85.4838 9234] 96.8486 2928] 110.0123 8169} 142.9933 3866] 187.5075 7724| 247.7764 9650 
44] 89.0484 0911/101.2383 3130] 115.4128 7696] 151.1430 0559) 199.7580 3188 266.1208 5125 
45| 92.7198 6139]105.7816 7290) 121.0293 9204| 159.7001 5587 212.7435 1379) 285.7493 1084 
46| 96.5014 5723/110.4840 3145 126.8705 6772) 168.6851 6366] 226.5081 2462) 306.7517 6260) 
471100.3965 0095/115.3509 7255] 132.9453 9043 178.1194 2185] 241.0986 1210} 329.2243 8598 
48 |104.4083 9598]120.3882 5659) 139.2632 0604] 188.0253 9294] 256.5645 2882) 353.2700 9300 
49 |108.5406 4785|125.6018 4557 145.8337 3429] 198.4266 6259] 272.9584 0055| 378.9989 9951 
50 |112.7968 6729]130.9979 1016 152.6670 8366] 209.3479 9572) 290.3359 0458} 406.5289 2947 
60 |163.0534 3680/196.5168 8288 237.9906 8520] 353.5837 1788) 533.1281 8089] 813.5203 8335) 
70 |230.5940 6374|288.9378 6459 364.2904 5876] 588.5285 1071] 967.9321 6965) 1614.1341 7425 
80 |321.3630 1855/419.3067 8685] 551.2449 7675 971.2288 2134/1746.5998 9137] 3189.0626 7969 
90 |443.3489 0365/603.2050 2701] 827.9833 3354 1594.6073 0098/3141.0751 8718] 6287.1854 2679 


100 |607.2877 3270/862.6116 5666]1237.6237 0461/2610.0251 


5693/5638.3680 5857/12381.6617 9381 
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Present Value of Annuity of 1 
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5252|13. 


7378/14. 
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16. 
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18. 
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20. 
21. 


22. 
0759/22. 
4316)23. 
8530)24. 
0822/24. 


8537/25. 
8947/26. 
26. 
27. 
28. 


28. 
099429 . 
30. 
3298/30. 
Sill 


3l. 
32. 
0806/33 . 
5352/33. 
0844/34. 


6858 
0850 
5297 


8313 
7934 
2113 
8726 
5570 


0366 


9255 
6589 
8009 
0504 
6330 
8611 


8922 
0814 


3608/34. 
9909]35. 
5949/35. 
7871/36. 
1753)37. 


3841/42. 
1435)46. 


-0288 7877/56. 9013 
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5644/26. 
5822/27. 


6737/27. 
8259/28. 
0133/28. 
1983)29. 
3316)29. 


3522/30. 
1874/30. 
7530|31. 
9536/32. 
6825)32. 


8222/33 . 
2442/33 . 
8091/34. 
3670)34. 
7574/34. 


9179/39. 
7562/43 . 
5706/46. 
6035/49. 
3936/51. 


2098 
6247 


4497 


8717 
1396 
2508 
1732 
8455 


1779] 9. 
0521/10. 
3222/11. 
8150/12. 
3301/12. 


6405/13 
4931}14. 
6089/14. 
6837|15. 
3879/16. 


3673/17. 
2437/17. 
6145)18. 
0537/18. 
1120)19 


3172/20. 
1746|20. 
1671)21. 
7558/21. 
3801/22. 


4582|22. 
387423. 
5442/23 . 
2849|24. 
9458/24. 


8431/25. 
2740/25. 
5163/26. 
8288)26. 
4520/27. 


6079/27. 
5004/28 . 
3157|28. 
2223/29. 
3718)29. 


8983)29. 
9195/30. 
5365|30. 
8339/31. 
8807/31. 


6889)34. 
7183)37. 
2349/39. 
5452/41 
0367/43 
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5777 


2918 
9920 
6784 
3514 


0112 
6580 
2922 
9139 


.5234 


1210 
7068 


3576|18. 
9780/19. 
7236)19. 
8466/20. 
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.3954 
.8491 
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22. 
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.5562 
.9573 
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24. 
7924|25. 


8945)25. 
9358)25. 
6233/26. 
6307/26. 
5987/26. 


1360/27. 


5555/20 


0152 
3482 
6355 
9172 
1933 


4248/23 
5341/23 
4060 
8883 
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21 


8196/27 
1957/27 
7801/28 


0589/28. 


8668/30. 
1929)32. 


1359|34 


4674 
7731 


.4518 
.5869 2916/35 .6657 
.0983 5164/36.6141 


9506 
4640 
9648 
4535 


2918 
7237 
1451 


3486 
7303 
1027 


4661 
8206 
1664 
5038 
8330 


1541 
0713 
3623 


9086 
8978 
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Present Value of Annuity of 1 (Concluded) 
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6625 
8690 
2086 
1034 


5271 
0258 
7388 
4179 
4457 


8530 
3362 
2726 
7358 
5103 


1050 
7667 
4921 
0401 
9429 


5171 
8734 
9271 
4067 
8635 


6796 
0758 
1198 
7331 
6982 


6650 
1571) 
5782 
2173 
2546 


8997|18.9292 8952/16 
1498/19 .3426 7665/16 
9185}19.5964 6048/16 
7759/19 .7522 6174/16 
9900)19.8479 1020/16 
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9623 
9267 
1195 
0561 
6379 


2433 
8144 
9381 
9227 
8705 


7458 
4394 
8296 
8393 
4899 


9527 
5969 
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0348/10. 
1649/10. 
2122/10. 


7662/10. 
8172/11. 
7898/11. 
5753/11. 
5616/11. 


6619 
3414 
6428 
2102 
3115 


8599 
4339 
2961 
4114 
4636 


8713 
8031 
1916 
7468 
9687 


1592 
4332 
7294 
8202 
3209}13 


6990)13 
2821/13 
2661/13 
7227/13 
6064|13 


2771/14 
4387) 14 
.5091 3077)14 
.5786 9944/14 
.6175 4623/14 


.1170 
.1934 
. 2649 
.3317 


.3941 
4524 
.5069 
.5579 
.6055 


.6500 
.6916 
. 7304 
. 7667 
.8007 


.0391 
. 1603 
. 2220 
. 2533 
. 2692 
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Accounting: 
accrual basis of, 260 
estate and trust, 260-263 
home office and branch, 284-302 
industrial, basis of, 266 
Accounting Research Bulletins: 
No. 43, 122, 518, 519 
No. 51, 360, 366, 374, 383-384, 410, 
413, 464, 465 
Accounts: 
agency, 285-287 
budgetary, 535 
contra, 179 
partners’, 2-3 
proprietary, 535 
receiver’s, 179-182 
trustee’s, 282-283 
Accounts payable: 
in consolidated balance sheet, 318 
in statement of affairs, 176 
Accounts receivable: 
in consolidated balance sheet, 318 
from installment sales, 110-114 
Accruals: 
in estate and trust accounting, 260-263 
in realization and liquidation accounts, 
199 


Adjustments and eliminations: 
in consolidated working papers, 395, 
396-397 
of intercompany profits, 396, 404— 
405 
Adjustments of partnership earnings of 
prior periods: 
under clean surplus theory, 16 
under current operating concept, 16 
Administrators (see also Fiduciary) : 
duties of, 255-256 
of estates and trusts, 255 
Admission of a new partner, 17-26 
Affairs, see Statement of affairs 
Affiliated companies (see also Subsid- 
jaries) : 
affiliation structures of, 386-400 
circuit affiliations of, 495-497 
income apportionment in, 495-496 
“treasury stock’”’ procedure in, 496- 
497 
connecting affiliate structure in, 389 
consolidated working papers of, 389- 
395 
father and son affiliations of, 386-387, 
461 
income apportionment in, 386 
father, son, and grandson affiliations 
of, 387-388, 461 
817 


818 


Affiliated companies (Cont.) 
income apportionment in, 387-388 
working papers of, 389, 394, 395 
parent and son affiliations of, 461 
profits from sales of, before affiliation, 
384-385 
reciprocal affiliations of, 479-488 
father and son structure of, 479-484 
son and grandson structure of, 484— 
488 
Agencies: 
accounts of, 285-287 
branch offices differ from, 284-285 
functions of, 285 
American Accounting Association, 474 
Committee on Concepts and Standards 
Underlying Corporate Financial 
Statements, 169 
on entity theory of consolidated state- 
ments, 475 
on intercompany profits in inventories, 
376-377 
on treatment of goodwill, 359 
American Institute of Certified Public 
Accountants, 384, 466, 519 
Committee on Terminology, 169 
on entity theory of consolidated state- 
ments, 475 
on intercompany profits in inventories, 
376-377 
on treatment of goodwill, 359 
Amortization: 
of bond premiums and discounts: 
by effective rate method, 251-252 
computation of, 251-252 
on effective yield basis, 235 
at interim dates: 
on bonds issued, 240-241 
on bonds owned, 239 
schedules of, 237-238 
in parent and subsidiary accounting: 
adjustments of asset valuation in, 
360-362 
Amounts and present values: 
amount of annuity of 1, 812-813 
amount of 1, 808-809 
present value of annuity of 1, 814-815 
present value of 1, 810-811 
Annuities (see also Annuity bonds): 
compound interest and, 210-231 (see 
also Compound interest and an- 
nuities) 
deferred, 224-225 
present value of, 224-225 
definition of, 215 
due, 220-224 
investments in, 253 
ordinary, 215-220 
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Annuities (Cont.) 
amount of, 215 
present value of, 217-218 
tables of: 
amount of annuity of 1, 812-813 
use of, 216-217 
present value of annuity of 1, 218, 
814-815 
use of, 218-220 
Annuity bonds, 252-253 
investments in, 253 
schedule of payment of, 253 
Annuity method: 
of providing for depreciation, 232-234 
compared with sinking fund method, 
235 
Appraisal surplus, 173 
Appropriations, statement of, 556-557 
Appropriations account, in public ac- 
counts, 531, 534 
Arrangements, for the settlement of 
debts, 161-162 
Assets (see also Fixed assets, Wasting 
assets) : 
adjustment of asset values, 475 
current, converting, from foreign to 
domestic currency, 505 
of estates and trusts, inventory of, 
required by the court, 256-257 
free, in statement of affairs, 167 
inventory of, in estate accounting, 
256 
pledged, in statement of affairs, 166 
Asset valuations: 
adjustments of, 359-360 
changes in, 29-30, 359 
in parent and subsidiary accounting, 
359 
adjustments of, subsequent to ac- 
quisition, 367-368 
excess, not allocated to assets, 359- 
360 ; 
minority interests in, 363 
working paper -adjustments of, of 
subsidiary assets, 360 
Assignment, voluntary, in bankruptcy, 
157 


B 


Bad debts: 
from installment sales, 116-118 
loss from, by ventures, 76 
reserves for, 169 
Balance sheets (see also Consolidated 
balance sheets; Consolidated work- 
ing papers): 
consignments in, 94-95 
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Balance sheets (Cont.) 
distinguished from statement of affairs, 
162 
of foreign branches, 505 
in home office and branch accounting, 
304-305 
installment sales in, 122-124 
intercompany accounts in, 335-339 
life insurance values in, 133-136 
of partnerships, 16 
in public accounts, 557-562 
realization and liquidation account in, 
197-198 
for receivership accounts, 181, 182-183, 
189 
Bank loans secured by life insurance 
policies, in balance sheet, 136 
Bankruptcy (see also Businesses in finan- 
cial difficulty): 
arrangements, 161-162 
composition settlements, 156-157 
corporate reorganization in, 160-161 
creditor committee management in, 
157 
definition of, 159 
equity receiverships in, 157-159 
extension of time of payment in, 156 
liabilities having priority in, 164-166 
proceedings, 159 
purpose of, 159 
referee in, 159 
statement of affairs in, 155-178 (see 
also Statement of affairs) 
voluntary assignment in, 157 
Bankruptcy Act: 
amendment of, in 1933, 159 
debtor relief legislation under, 159-160 
definition of insolvency in, 155 
liabilities having priority under, 164- 
166 
liquidation under, 159-160 
Beneficiaries of trusts, 259, 260 
Bond discount, see Bond premium and 
discount 
Bonded debt, in public accounts, 553-556 
Bond funds, 524, 542-545 
balance sheet, 559 
closing the accounts for, 543-545 
general ledger and subsidiary accounts 
of, 548, 544 
illustrative transactions for, 542-545 
Bonding employees, 152 
Bond premium and discount, 236-239, 
240, 266 (See also Intercompany 
bonds) 
amortization of discount, 238, 240 
on bonds owned, 236-239 
at interim dates, 239 
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Bond premium and discount (Cont.) 
schedules for, 237-238 
amortization of premium, 236, 237 
on bonds owned, 236 
amortization of premium and discount: 
at interim dates: 
on bonds issued, 240-241 
on bonds owned, 239 
by effective rate method, 251 
computation of, 251-252 
on effective yield basis, 235-253 
Bonds (see also Annuity bonds; Inter- 
company bonds) 
amortization of premium and discount, 
(see Bond premium and discount) 
ascertaining the price of, ‘‘on a basis,”’ 
241 
effective rate on: 
computation of, 249-250 
issuance at, between interest dates, 
249 
purchases at, between interest dates, 
246-249 
in estate and trust accounting, 265-266 
municipal, 252-253 
optional redemption of, 245-246 
price of: 
computing, 243-244, 246-249 
under optional redemption, 245-246 
quoting, ‘‘on a basis,’’ 241 
tables, 242-243 
purchases of, at effective rate between 
interest dates, 246-248 
at a discount, 248 
at a premium, 247-248 
serial, computing price of, at effective 
rate, 250 
sinking funds for, 545-548 
tables, 242-243 
Bonuses: 
paid to a partner, 13 
use of, in partnerships: 
on admission of a new partner, 25-26 
on retirement or death of a partner, 
27-28 
Books of account: 
of estates and trusts: 
closing, 280~—282 
opening, 266-269 
of partnerships: 
closing, 14 
opening, 3 
of receiverships: 
closing, 181, 190-191 
opening, 179-180 
of trustees: 
closing, 283 
opening, 283 
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Book value of subsidiary stock at acqui- 
sition, 406-415 
computing excess of cost over, 406, 
410-411 
in consolidated working papers, 414— 
415 
on interim acquisition of a controlling 
interest, 411-413 
of interim purchases—control 
originally obtained, 413-415 
of several purchases—control not origi- 
nally obtained, 409-411 
working paper treatment of, 410 
of several stock acquisitions—control 
obtained by first purchases, 407— 
409 
cost-basis method of accounting for, 
407 
equity method of accounting for, 409 
working paper procedures for, 407— 
409 
of stock acquired from subsidiary, 406— 
407 
Branch office accounting (see also Foreign 
branches), 284-302 
billing methods used by home office: 
goods billed at arbitrary value, 288, 
293-299 
goods billed at cost, 288, 289-293 
goods billed at selling price, 288, 300 
combined balance sheet, 304-305 
differs from agency accounting, 284- 
285 
for expenses on home office books, 300 
for fixed assets, 300 
for freight, 301-302 
interbranch transfers, 301 
records on home office books, 302 
Branch offices, functions of, 285 
restrictions placed on, 285 
Budgets: 
accounting for estimates of revenues or 
authorized appropriations, 535 
accounting for unencumbered balance 
of appropriations, 535 
budgetary accounts, 535 
estimates, 535 
purpose of, 525 
statements supporting, 525 
summary, 525-526 
Businesses in financial difficulty, 155-178 
procedures available for, 155-162 
arrangements, 161-162 
composition settlements, 156-157 
corporate reorganization, 160-161 
creditor committee management, 157 
debtor relief under Bankruptcy Act, 
159-160 


not 
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Businesses in financial difficulty (Cont.) 
equity receiverships, 157-159 
extension of time of payment, 156 
liquidation under Bankruptcy Act, 

159 
voluntary assignment, 157 
statement of affairs, 162-178 (see also 
Statement of affairs) 
illustration, 162-164 


Cc 


Capital: 
accounts, partnerships, 6 
interest on, 7-8 
object of, 8 
ratios, partners’, 4-6 
average, computation of, 5-6 
working (see Working capital funds) 
Cash: 
distribution of, in partnership liquida- 
tion, 36 
in fiduciary accounting, 269 
receipts of, differ from revenues, 563 
sent by home office to foreign branch, 
503 
in transit, 301 
Charge and discharge statements, estates 
and trusts, 276-280 
as to income, 278 
as to principal, 276-277 
schedules supporting, 278-280 
Circuit affiliations, 495-497 
income apportionment, 495-496 
“treasury stock’’ procedure, 496-497 
Closing entries: 
for bond funds, 548-545 
of foreign branches, 505 
for general funds, 535 
of partnerships, 14 
for sinking funds, 548 
for special assessment funds, 550, 552 
for special revenue funds, 539 
Closing the books: 
of estates and trusts, 280-282 
of foreign branches, 504-505 
of receiverships, 181, 190-191 
of trustees, 283 
Co-insurance clause, in fire insurance 
policies, 138-139 
Combined statements, 466 
of home office and foreign branch, 508 
minority interest disclosed in, 466 
Composition settlements, in bankruptcy 
cases, 156-157 
Compound interest, defined, 212 
Compound interest and annuities (see 
also Annvities): 


INDEX 
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Compound interest and annuities (Cont.) | Consignments (Cont.) 


accounting applications of, 232-253 
to bond premium and discount, 235- 
253 
to depreciation, 232-235 
amount of a single investment, 211-215 
table of amount of 1.00 at compound 
interest, 211-212, 808-809 
construction of table, 212 
use of table, 212-213 
compound discount, 213-215 
deferred annuities, 224-225 
present value of, 224-225 
depreciation, 232-235 (see also Depre- 
ciation) 
annuity method, 232-234 
and sinking fund method com- 
pared, 235 
sinking fund method, 234-235 
fundamentals, 210-231 
ordinary annuities, 215-220 (see also 
annuities, ordinary) 
present value of a sum due in the 
future, 213-215 
table of present value of 1.00, 213, 
810-811 
construction of table, 213-214 
use of, 214-215 
rate per period; number of periods, 211 
symbols, 227 
tables: 
amount of annuity of 1, 216, 812-813 


amount of 1.00 at compound inter- | 


est, 212, 808-809 
of accumulation of annuity, 216-217 
of fund accumulation, 217 
present value of annuity of 1, 218- 
220, 814-815 
present value of 1, 213-214, 810-811 
working with limited tables, 225-227 
Consignees: 
definition of, 89 
duties of, 92-93 
entries by, 93-94 
report of, 93 
rights of, 91-92 
Corsignments, 89-103 
account sales, 93 
balance sheet treatment of, 94-95 
consignment in, 89 
consignment out, 89 
account, 99-100 
definitions, 89 
partial sales, 100-102 
reasons for, 90-91 
returns of unsold consigned goods, 100 
sale and consignment distinguished, 
89-90 


separate account for each consign- 
ment, 103 
Consignors: 
advances from consignees, 100 
alternative entries for sales as reported 
by account sales, 99 
definition, 89 
entries, 96-98 
inventory, 99-100 
records, 96-98 
Consolidated balance sheet, 303-319 
adjustments, 318 
all of subsidiary stock acquired at book 
value, 307-309 
apportionment of subsidiary’s retained 
earnings in, 455 
capital surplus in, 367 
cost in excess of book value, 309-310 
detailing minority interest in, 374-375 
differences between cost and book 
value at acquisition, 309-331 
excess of book value over cost, 363-366 
goodwill, treatment in, 313, 318, 359 
holdings of preferred and common 
stock of subsidiary in, 455-456 
intercompany accounts in, 335-339 
intercompany receivables and payables 
in, 318 
inventory valuation in, 376 
minority interest in, 311-312, 313 
nature of, 304-306 
purchase of a subsidiary, 307 
book value in excess of cost, 310-311 
cost in excess of book value, 309-310 
purpose of, 306-307 
retained earnings in, 313 
stock issued at book value, 426-427 
stock of subsidiaries issued to out- 
siders, 426-433 
unconsolidated balance 
306-307 
working papers for, 313-319 
Consolidated income statement, 321-322 
intercompany accounts in, 335-339 
working papers for, 322-332 
Consolidated retained earnings, 322, 335— 
339 
working papers for, 322-332 
Consolidated statements: 
consolidated goodwill or adjustment of 
asset values in, 475-478 
consolidation policy, 461-464 
disclosure of minority interest in, 
462-463 
entity theory of, 474 
consolidated goodwill or adjustment 
of asset values, 475-478 


sheet and, 
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Consolidated statements (Cont.) 
intercompany profits in inventories 
and fixed assets, 474-475 
minority stockholders’ equity, 474 
working papers, 475-478 
for 50%-owned companies, 462 
file of information for, 470 
footnotes in, 462, 464, 468 
for foreign subsidiaries, 464, 515-517 
limitations of usefulness of, 466-470 
as primary statements, 467 
purpose of, 467 
“treasury stock’’ procedure in, 496— 
497 
Consolidated working papers (see also 
Working papers) 
at and after acquisition of subsidiary, 
illustrated, 313-319 
for affiliated companies, 389-395 
intercompany profits in inventories in, 
377-382, 398-400 
Consolidation policy, 461-464 
disclosure of, 464 
for foreign subsidiaries, 464 
homogeneity of assets and operations 
and, 463-464 
management control and, 463 
relationship of parent’s equity to 
entire stockholders’ equity and, 
463 
size of subsidiary and, 463 
voting control and, 461-462 
Contingent liabilities in statement of 
affairs, 173 
Contracts: 
conditional sales, 104 
installment sales, 124 
partnerships, 1 
Corporations: 
changing from a partnership to, 32-33 
equity receiverships of, 158 
reorganization of, 160-161 
Corpus, beneficiary of trust, 267 
Cost of goods manufactured, statement 
of, 398 
Cost or legal-basis method (see Parent 
and subsidiary accounting: cost or 
legal-basis method) 
Creditors: 
composition with, realization 
liquidation account, 200 
insolvent partnership, 46-49 
Currencies: 
black market in, 499, 520 
foreign exchange rates, 498, 500 
governmental control, 499 
quoted directly and indirectly, 500 
losses from devaluation of, 519 


and 
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Currencies (Cont.) 
rules for making conversions from 
foreign to domestic, 505-507 


D 


Death of a partner, 30-32 
computing deceased partner’s portion 
of the net income, 32 
estimating net income at time of, 31 
Debtors: 
bankruptcy proceedings for, 160 
definition, 161 
relief of, 159, 160 
Defaults: 
alternative method of recording, 120-121 
installment sales, 118-120 
Deficiency account: 
statement of affairs, 167-169 
illustration, 168-169, 172 
Depreciation, 232-235 
annuity methods of, 232-234 
of fixed assets, 401-405 
in parent and subsidiary accounting, 
360-362 
reserves for, 169 
sinking fund method of, 234-235 
Devisees, 256 
Disbursements, expenditures differ from, 
563 
Discount: 
on bonds (see also Bond discount and 
premium) 
issued, 240 
owned, 236-239 
stock, in statement of affairs, 175 
Discounts and allowances in realization 
and liquidation account, 199 
Dividends: 
cash, estate and trust accounting, 261 
in consolidated income statement, 322 
declared unpaid, 333 
on life insurance policies, 128-129, 133 
stock dividends, 356 
of subsidiaries, accounting for: 
cost method, 321, 333 
equity method, 349 
Drawing accounts, 10-11 
partnerships, 2, 10-11 


E 


Harnings of prior periods, in partnerships, 
16 

Economic-basis method of accounting 
(see Parent and subsidiary ac- 
counting; Equity method of ac- 
counting) 


INDEX 


Eliminations: 
in consolidating accounts of parent and 
subsidiaries, 396-397, 404-405 
intercompany, 313-318 
in working papers, 395, 396-397 
Employers’ liability insurance, 147-149 
Endowment funds, 525, 552 
Entity theory of consolidated statements, 
474-478 
consolidated goodwill or adjustment of 
asset values, 475-478 
intercompany profits in inventories 
and fixed assets, 474-475 
minority stockholders’ equity, 474 
working papers, 475-478 
Entity Theory of Consolidated Statements, 
The (Moonitz), 474 
Equity method of accounting (see also 
Parent and subsidiary accounting: 
equity method) 
general nature of, 341-347 
issuance of subsidiary shares to out- 
siders, 426-430 
purchases and sales of subsidiary stock, 
416-420 
Equity receiverships, 157-159 
Estate Accounting (Saxe), 254n 
Estates and trusts, 254-283 (see also 
Trusts) 
accounting for the estate principal, 
266-268 
administration and distribution of an 
estate, 254-255 
administrator, 255 
admitting the will to probate, 255 
charge and discharge statement, 276- 
280 
as to income, 278 
as to principal, 276-277 
schedules supporting, 278-280 
closing the executor’s books, 280-282 
distinction between principal and in- 
come, 259-260 
earnings and expenses, 261-263 
executors, 255 
fiduciary’s accounts, 266-269 
accounting for estate income, 268- 
269 
accounting for estate principal, 266- 
268 
illustration of, 269-275 
principal and income cash, 269 
summary of estate accounts, 269 
fiduciary’s report to the court, 276 
inventory of assets, 256-257 
laws of descent and distribution, 254 
legacies and devises, 257-258 
letters of administration, 255 
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Estates and trusts (Cont.) 
liabilities of, 258 
principal and income: 
accounting for income, 268-269 
accounting for principal, 266-268 
charge and discharge statement, 
276-280 
earnings and expenses apportioned 
between, 261-263 
items applicable to income, 264-265 
items applicable to principal, 263- 
264 
questions of classification, 263 
proceeds of life insurance policies, 256 
questions of accrual, 260-263 
questions of impairment, 265 
summary of estate accounts, 269 
trustee’s accounts, 282-283 
trusts, 258-259 
Executors (see also Fiduciary) 
accountability accounts, 281 
closing the books of, 280-282 
of estates and trusts, 255 
duties of, 255-256 
journal of, 281-282 
Exercising the right of offset in liquida- 
tion of partnership, 39-40 
Expenses: 
of installment sales, 116-118 
prepaid, in foreign exchange account- 
ing, 520, 521 


F 


Father and son affiliations, 386-387 
income apportionment in, 386-387 
Father and son reciprocal affiliation, 
479-484 
Father, son, and grandson affiliations, 
387-388 
consolidated working papers, 389, 394, 
395 
income apportionment, 387-388 
Federal Tax Course, Prentice-Hall, 118 
Fiduciary: 
accountability of, as to corpus, 267 
accounting by, for estate income, 268- 
269 
accounting by, for the estate principal, 
266-268 
accounts of, 266-269 
illustration of, 269-275 
principal and income cash in, 269 
summary of estate accounts, 269 
charge and discharge statement of, 
276-280 
as to income, 278 
as to principal, 276-277 
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Fiduciary (Cont.) 
closing the executor’s books, 280-282 
duties of, 255-256 
legacies and devises, defined, 257 
payment of, 258-259, 268 
report of, to the court, 276 
Fifo concept, used in valuing subsidiary 
stock, 416 
Fire insurance, 137-147 
additional perils coverage, 137-138 
boiler explosion, 150 
carrying value of assets and, 142-143 
coinsurance clause in, 138-139 
contribution clause in, 139-140 
definitions of terms in, 137 
desirable records for, 146-147 
estimated inventories and, 143-145 
fire loss account, 141-142 
floater policies, 140 
income tax considerations in, 145 
losses, settlement of, 141 
mortgagee payment, or standard mort- 
gage clause in, 146 
mutual companies, 146 
premiums, in estate and trust account- 
ing, 264 
property damage policies, 150-152 
use and occupancy coverage, 150- 
152 
sprinkler leakage policies, 150 
variable coverage policies, 140-141 
First-in, first-out basis, for allocating 
values to stock certificates, 416 
Fiscal periods, and consolidated state- 
ments, 464 
Fixed assets: 
of foreign branches, 512-513 
rules for converting, 512 
in foreign exchange accounting, 506 
in home office and branch accounting, 
300 
intercompany profits in transactions 
in, 401-406 
adjustments for, 401 
assets not subject to depreciation or 
amortization, 401-402 
assets subject to depreciation or 
amortization, 402-405 
change in per cent of control, 438 
entity theory and, 474—475 
inventory adjustments for, 406 
in working papers, 404—405 
in public accounts, 553-556 
Footnotes, in consolidated statements, 
462, 464 
Foreign branches, 502-513 
accounting procedures, 502 
branch closing and statements, 504-505 


Foreign branches (Cont.) 


cash sent from home office, 503 

closing the books and statements, 504— 
505 

conversion of branch trial balance, 
505-507 

entries during the period, 502-504 

entries on home office books, 508-510 

exclusion of foreign accounts, 518-519 

fixed assets of, 512-513 

goods sent from home office, 504 

illustrative entries of, 502-506 

procedures for disclosing information 
on blocked or restricted funds, 
518-519 

rules for conversions from foreign to 
domestic, 505-507 

separate and combined statements in 
dollars, 508 

trial balance of branch, 504-508 

trial balances of home offices and 
branch, 507-508 

working papers of, 509 


Foreign exchange, 498-522 


accounting procedures, 499 
in consolidated financial statements, 
515-517 
conversion rules for, 505-507 
challenge to conventional proce- 
dures, 520-522 
modification of, in standard prac- 
tices, 519-520 
disclosure of information on foreign 
subsidiaries or branches, 518-519 
entries on home office books, 508-510 
exclusion of foreign accounts and, 518— 
519 ; 
foreign purchases and, 500-501 
foreign sales and, 501-502 
rates, 498, 500 
direct quotation, 500 
distinction between official, black 
market, and free market, 520 
governmental control of, 498-499, 
512 
indirect quotations of, 500 
losses from devaluation of, 519 
modifications in standard conver- 
sion practices, 519-520 
time drafts of, 500 


Foreign subsidiaries, 464, 513-515 


billing goods to, 514 

consolidated financial statements for, 
514, 515-517 

conversion of statements of, 515 

disclosure of information on blocked or 
restricted funds, 518-519 

exclusion of accounts of, 518-519 
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Foreign subsidiaries (Cont.) 
gains or losses of, 510-512 
illustrative entries of, 514-515 
losses from devaluation, 519 
parent company and, 513-515 
billing goods, 514 
illustrative entries of, 514-515 
rules for conversions from foreign to 
domestic currency, 505-507 
modifications of, 519-520 
some conventional procedures chal- 
lenged, 520-522 
tax on transfer of earnings of, to the 
parent company, 518 
trial balance of, 515 
Freight on goods received by branch, 
301-302 


Funds: 


balance sheets of, combined, 561-562 

bond funds, 524, 542-545 (see also 
Bond funds) 

budgets of, 525-526 

for cemetery care, 525 

classification of, 524-525 

definition of, 523 

endowment, 525, 552 

expendable, 524 

general, 524, 526-535 (see also General 
funds) 

nonexpendable, 524 

pension, 552 

property and general bonded debt, 
553-556 (see also Property and 
general bonded debt funds) 

replacement funds, 554 

revenue funds, 524 

sinking funds, 524, 545-548 (see also 
Sinking funds) 

special assessment funds, 524, 548-552 
(see also Special assessment funds) 

special revenue fund, 535-539 (see also 
Special revenue fund) 

stores funds, 539-541 (see also Stores 
funds) 

trust funds, 524, 525, 552-553 (see also 
Trust funds) 

working capital funds, 539 

or revolving funds, 524 


Funeral and administration expenses, 


paid by estates, 255 


G 


Gains or losses: 


distribution of, in partnership liquida- 
tions, 34-36 
foreign exchange, 510-512 
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Gains or losses (Cont.) 
from intercompany bond purchases, 
439 
of ventures, 78 
General funds, 524, 526-535 
General ledger accounts (see Ledgers: 
general ledger accounts) 
Going concern, cost-basis valuations of, 
29, 359 
Goodwill: 
in parent and subsidiary accounting: 
in consolidated balance sheet, 313, 
318, 359 
computing, 318 
in consolidated statements, 475-476 
excess of book value over cost, 309- 
310, 363-366 
in partnerships: 
admission of a new partner and, 25- 
26 
division of, on retirement or death of 
a partner, 27—28 
implied goodwill, 19-20 
statement showing effect of write-off 
of, 21-23 
Gross profit: 
on installment sales: 
deferred account, 108-109, 113-114 
departmental rates of, 114-116 


H 


Hepworth, S. R., 512-513, 520-521 
Hire-purchase plan, 104 
Home office accounting, 284-302, 507-510 
agencies and branches differentiated, 
284-285 
agency accounts, 285-287 
billing methods, 288-302 
goods billed to branch at an arbi- 
trary value, 288, 293-299 
goods billed to branch at cost, 288, 
289-293 
goods billed to branch at selling 
price, 288, 300 
branch accounts, 288-300 
branch expenses on home office books, 
300 
combined balance sheet, 304-305 
entries of foreign branches on books of, 
508-510 
fixed assets of branch on books of, 300 
freight, 301-302 
illustrative entries, 286-287 
interbranch transfers, 301 
reconciliation of reciprocal accounts, 
300-301 
trial balance of branch and, 507-508 
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Income: 
apportionment of: 
in affiliated companies, 386-388 
method of computing, 387 
in reciprocal affiliations, 479-488 
division of net, or loss, in partner- 
ships, 3-16 
of estates and trusts, 259-264 
accounting for, 268-269 
in charge and discharge statement, 
278 
items applicable to, 264-265 
of reciprocal affiliations, 479-488 
father and son, 479-484 
son and grandson, 484-488 
Income beneficiary, of trusts, 259, 260 
Income statements: 
consolidated, 321-322, 412-413 
intercompany accounts, 335-339 
working papers for, procedures for 
preparing, 322-332, 394 
installment sales in, 121-122 
of parent, 412 
of partnerships, 10 
of receivership, 181, 189-190 
of subsidiary, 412 
to support realization and liquidation 
account, 197-198 
Income taxes: 
of affiliated corporations, 340 
consolidated tax return, 340 
fire losses and, 145 
paid on intercompany profits, 385 
partnerships not subject to, 16 
prepaid, 385 
repossessed merchandise, valuation for, 
118-120 
reserves for, 169 
Incorporation, of a partnership, 32-33 
Information, consolidating, file of, 470 
Insolvency, definition of, 155 
Insolvent businesses: 
liquidation of (see Liquidation) 
realization and liquidation reports, 
193-209 
receiverships (see Receiverships) 
Installment sales, 104-126 
accounts receivable, 110, 113 
aging, 113 
collection losses on, 105 
contracts to sell, on balance sheet, 124 
defaults and repossessions, 118-121 
deferred gross profit account, 108-109, 
113-114 
departmental rates of gross profit, 114- 
116 


Installment sales (Cont.) 


distinguishing features of, 104-105 
expenses and bad debt losses on, 116- 
118 
in income statement, 121-122 
interest on uncollected balances, 124— 
126 
long-end interest, 125 
short-end interest, 125-126 
matching revenue and expense of, 105- 
110 
numerous sales, 109-110 
setting up the deferred gross profit 
account, 108-109 
single sale, 107 
operations for a series of years, 110-114 
repossessed merchandise: 
accounting for, 118-120 
inventory valuation of, 118-120 
reconditioning expenditures, 120 
trade-ins, 116 


Installments, partnerships liquidated in, 


50-73 


Institutional accounts, 523-563 
Insurance, 127-154 


boiler explosion, 150 

business-interruption, 150-152 

definition of terms, 127 

employers’ liability, 147-149 

endorsement or separate policy, 150 

explosion, 149-150 

extra-expense, 153 

fidelity bonds, 152 

fire, 187-147, 264 

group, 136-137 

life, 127-137 (see also Life insurance) 

marine, 152 

miscellaneous types of, 149-153 

period covered by, 127 

plate glass, 152 

policies, 127 

premiums, 127, 264 

profit, 153 

property-damage policies, 150-152 

public liability and property damage, 
152-153 

register of policies, 154 

riot and civil commotion, 149-150 

sprinkler leakage, 150 

unexpired, in statement of affairs, 174 

use and occupancy coverage, 150- 
152 

workmen’s compensation, 147-149 


Integration costs, provision for, 367 
Intercompany bonds: 


discount on, 489-443 
unamortized, 439, 446-448, 450-452 
gain or loss on purchases of, 439 


INDEX 


Intercompany bonds (Cont.) 
interest expense and income on, 333 
premium on, 439, 444-445 
unamortized, 439, 448-451 
purchase of, at interim date, 442-443 
subsidiaries the issuers and purchasers 
of, 452 
Intercompany profits: 
in fixed asset transactions, 401-406 
change in per cent of control, 438 
entity theory, 474-475 
in inventories, 376-385 
change in per cent of control, 437- 
438 
entity theory, 474-475 
Intercompany sales, at a loss, 383-384 
Interest: 


accrued: 
parent and subsidiary accounting, 
333 
in statement of affairs, 174 
on bonds: 


interest expense, 333 
interest income, 333 
compound (see Compound interest and 
annuities) 
on capital: 
object of, 8 
in estate and trust accounting, 261 
on installment sales, 124-126 
long-end interest, 125 
short-end interest, 125-126 
on partnership capitals, 7-8 
in division of income, 11-13 
interest on partners’ loans contrasted 
with, 9 
on unpaid legacies, 258 
Interest in partnership, purchasing, 17- 
24 
purchase distinguished from invest- 
ment in, 17-18 
purchases by payment to one or more 
than one partner, 18-24 
Interests: 
minority, 311-312 (see also Minority 
interests) 
in venture accounts, 87 
Interstate Commerce Commission regu- 
lations, 303 
Intestate, definition of, 254 
Inventories: 
of affiliated companies, 376 
consignor’s, 99-100 
destroyed or damaged, 143-145 
of foreign branch, 505 
in foreign exchange accounting, 506, 
520 
intercompany profits in, 376-385 
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Inventories (Cont.) 

change in per cent of control, 437- 
438 

elimination of, 376-377 

elimination of gross or net, 383 

under entity theory, 474-475 

intercompany sales at a loss, 383-384 

market write-downs and intercom- 
pany profit deductions, 383 

from sales before affiliation, 384-385 

treatment in consolidated working 
papers, 377-382 

valuation of: 

in consolidated balance sheet, 376 

in home office and branch accounting, 
301-302 

intercompany profits on fixed asset 
transactions transferred to inven- 
tories, 406 

market write-downs, 383-384 

of repossessed merchanise, 118-120 

transportation costs and, 383 


A 


Joint ventures: 
accounting methods, 75-88 
each participant keeps own books, 
75-78 
separate set of books for each ven- 
ture, 75, 84-88 
corporate form of organization, 87-88 


L 


Leases: 
companies controlled by means of 
long-term, 462 
in installment sales, 104 
Legacies: 
payment of, 258, 268 
types of, 257 
unpaid, interest on, 258 
Legatees, 256 
Liabilities: 
of estates and trusts, 258 
in liquidation of partnerships, 62-63 
long-term, in foreign exchange ac- 
counting, 506, 519, 520-521 
priority of, in receivership accounts, 
180 
in statement of affairs: 
contingent, 173 
fully secured, 166 
having priority, 164-166 
partially secured, 167 
secured by more than one asset, 174 
unsecured, 167 
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Life insurance, 127-137 
accounting period and policy year do 
not coincide, 132-133 
balance sheet values, 133-136 
bank loans protected by, 136 
beneficiaries of, 128 
business uses of, 127-128 
cash surrender value of, 128, 130 
dividends, 128-129 
effect of, 133 
expense and asset values, accounting 
for, 129-131 
group, 136-137 
loan value, 128-129, 130 
policies: 
participating or nonparticipating, 
128 
premiums, 128 
proceeds payable to estate, 256 
settlements, 136 
values of policies taken up at end of 
year, 131-132 
Life tenants of trusts, 259 
Liquidation: 
definition of, 34 
of partnerships, 34-39 (see also Part- 
nerships: liquidation) 
in installments, 50-73 
realization and liquidation account in, 
193-205 
realization, and operations statement, 
205-209 
Loan accounts, of partnerships, 2-3 
Loan value of life insurance, 128-129, 130 


M 


Manufacturing operations: 
of affiliated companies, 396-397 
in consolidated working papers, 396- 
400 
Marine insurance, 152 
Mason, Perry, 511n 
Merchandise: 
repossessed, installment sale of, 118- 
120 
in transit, 301 
Minority interest: 
apportioning net income to, 386-388 
disclosed in combined statements, 466 
disclosed in consolidated statements, 
462-463 
in net income of subsidiaries, 386-388 
computation of, 387 
in parent and subsidiary accounting: 
in consolidated balance sheet, 311- 
319 


INDEX 


Minority interest (Cont.) 
under cost method of accounting, 
322-332 
under equity method of accounting, 
343-348 
Moonitz, Maurice, 474 
Mortgages: 
in estate and trust accounting, 264-265 
mortgagor carries fire insurance pay- 
able to mortgagee, 146 
Municipal accounts, 523-563 (see also 
Public accounts) 
Municipal bonds, 252-253 


N 


National Committee on Governmental 
Accounting, 523 
Net income: 
apportionment of, in reciprocal affilia- 
tions, 479-488 
in circuit affiliations, 495-497 
in father and son affiliation, 479-484 
in son and grandson affiliations, 484— 
488 
New York Stock Exchange, 349 
Notes: 
customers: 
discounted, 333-334 
transferred, 333-334 
intercompany, discounted, 334-335 
payable, in statement of affairs, 176 


O 


Offset, right of, exercising, 38-39 
Opening the books: > 
of partnerships, 3 
of receiverships, 179-180 
of trusts, 283 
Operating transactions, in realization and 
liquidation account, 201, 204-209 


P 


Parent and subsidiary accounting, 303- 
497 (see also Subsidiaries) : 
acquiring control of subsidiaries, 406- 
415 
affiliation structures affecting, 386-400 
changes in parent’s equity, reflection 
of, 416-438 
consolidated working papers, 418- 
424 
cost-basis accounts, 421-424 
equity-basis accounts, 418-421 
intercompany profit in fixed assets: 
change in per cent of control, 438 
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Parent and subsidiary accounting (Cont.) 
intercompany profits in inventories: 
changes in per cent of control, 
437-438 
issuance of subsidiary shares to out- 
siders, 424 
purchases and sales of subsidiary 
stock, 416-418 
subsidiary acquisition of shares from 
minority, 434-436 
consolidated balance sheet, 303-307 
adjustments, 318-319 
all of subsidiary stock acquired at 
book value, 307-309 
book value in excess of cost, 310-311 
consolidated retained earnings in, 
313-319 
cost in excess of book value, 309-310 
differences between cost and book 
value at acquisition, 309-331 
goodwill in, 313, 318 
intercompany eliminations in, 313, 
318 
intercompany receivables and pay- 
ables in, 318 
minority interest in, 311-319 
nature of, 304-306 
purchase of a subsidiary, 307 
purpose of, 306-307 
working papers for, 313-319 
consolidated income statement, 321- 
322 
consolidated statement of retained 
earnings, 322-332, 390, 394, 399 
consolidated working papers and state- 
ments, 322-332 
consolidation policy, 461—464 
continuity of control in, 463 
different fiscal periods, 464 
disclosure of, 464 
disclosure of minority interest, 462— 
463 
foreign subsidiaries, 464 
homogeneity of assets and oper- 
ations, 463-464 
management control, 463 
voting control, 461—462 
cost or legal-basis method for account- 
ing for investment in subsidiary, 
320-340 
difference between cost of investment 
and book value at acquisition, 
358-375 
discount and premium on intercom- 
pany bonds, 439-452 
entity theory, 474-478 
equity method, 341-347 
foreign subsidiary, 513-515 
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Parent and subsidiary accounting (Cont.) 
holdings of subsidiary preferred and 
common stocks, 452-460 
apportionment of retained earnings, 
452-455 
income taxes, 340 
intercompany profits in fixed asset 
transactions, 401-406 
adjustments for, 401 
assets not subject to depreciation 
or amortization, 401-402 
assets subject to depreciation or 
amortization, 402-405 
inventory adjustments related to, 
406 
working paper adjustments 
eliminations, 404-405 
intercompany profits in inventories, 
376-385 
change in per cent of control, 437- 
438 
during year of sale, 437 
subsequent to year of sale, 438 
elimination of gross or net profit, 383 
elimination of intercompany profits, 
376 
income taxes paid on intercompany 
profits, 385 
intercompany sales at a loss, 383- 
384 
inventoriable transportation costs, 
383 
market write-downs and intercom- 
pany profit deductions, 383 
profits from sales before affiliation, 
384-385 
treatment in consolidated working 
papers, 377-382 
intercompany relationships, 333-340 
accrued interest, 333 
bond interest expense and income, 
333 
circuit affihations, 495-497 
customers’ notes transferred, 333- 
334 
declared dividends unpaid, 333 
intercompany bondholdings, 333 
intercompany notes discounted, 334— 
335 
intercompany sales, 333 
investments in subsidiaries in parent’s 
statement, 466 
methods of accounting for investment 
in subsidiary, 320-357 
cost or legal-basis method, 320-340 
equity or economic-basis method, 
341-357 
preferred method, 343 


and 
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Parent and subsidiary accounting (Cont.) 
minority interest, 311-312 (see also 
Minority interest) 
reciprocal affiliations, 479-488 
subsidiaries acquired in a pooling of 
interests, 470-473 
unconsolidated subsidiaries in consoli- 
dated statements, 465-466 
Parent company statements, 466-467 
adjusting, 371-372 
investment in subsidiaries in, 466 
limitations, 470 
Partnerships: 
accounts of partners, 2-3 
drawing, 2 
loan, 2-3 
admission of a new partner, 17-26 
goodwill and bonus, 25-26 
investment in a partnership, 24-25 
purchase of an interest, 17-24 
at book value, 19 
distinguished from an investment, 
17 
implied goodwill not recognized in 
the accounts, 19-23 
implied goodwill recognized in the 
accounts, 19 
at less than book value, 23-24 
at more than book value, 19-23 
by payments to more than one 
partner, 18-24 
by payment to one partner, 18 
articles of, 30-31 
death of a partner, 30-32 
computing deceased partner’s por- 
tion of the net income, 92 
definitions, 1 
division of net income or loss, 3-16 
adjustments of earnings of prior 
periods, 16 
bases of division, 3 
bonus to a partner, 13 
capital ratio, 4-6 
average, 5-6 
changes in profit and loss ratio, 15 
closing entries, 14 
equal division, 3 
income taxes, 16 
interest and/or salaries in excess of 
net income, 11-13 
interest on capital, 7-8 
interest on partners’ loans, 9 
object of interest on capital, 8 
other agreed fractional basis, 3-4 
salaries and drawings, 10-11 
salaries to partners, 9-10 
statement of partners’ capitals, 14— 
15 


Partnerships (Cont.) 
goodwill and bonus allowed old and 
new partners, 19-23, 25-26 
income statement, 10 
income taxes, 16 
incorporation of, 32-33 
investment in: 
by contribution to firm’s capital, 24— 
26 
distinguished from purchase of an 
interest, 17-18 
liquidation, 34-49 
definition, 34 
distribution of loss or gain, 34-36 
exercising the right of offset, 39- 
40 
in installments, 50-73 
legal rights of creditors, 46-49 
according to bankruptcy law and 
common-law decisions, 48 
according to Uniform Partnership 
Act, 48 
marshalling of assets, 47 
order of distribution of cash, 36 
partnership insolvent; one or more 
partners insolvent, 46—49 
partnership insolvent; partners sol- 
vent, 44-46 
of solvent partnership after complete 
realization of assets, 36-43 
opening the books, 3 
organization, 1-3 
retirement or death of a partner, 26- 
32 
changes in market values, 29-30 
goodwill, 27 
implied goodwill or bonus, 27- 
28 
net income corrections, 26-27 
settlement with retiring partner, 30 
salaries and drawings, 10-11 
statement of affairs for, 176 
Pooling of interests, differentiated from a 
purchase, 471 
Premiums: 
on bonds, 236, 439-452 (see also Bonds: 
discount and premium) 
fire insurance, 127, 264 
on intercompany bonds, 439-452 
life insurance, 128 
Prentice-Hall, Federal Tax Course (1959), 
118 
Prepaid expenses, foreign exchange ac- 
counting, 520, 521 
Present value of annuity of 1, 218-220, 
814-815 
Present value of 1, 213-214, 810-811 


INDEX 


Principal: 
estates and trusts, 259-264 
accounting for, 266-268 
charge and discharge statement, 
276-277 
items applicable to, 263-264 
Principles of Accounting—Intermediate 
(Finney and Miller), 235, 455, 471 
Profit and loss ratio, partnerships, 15- 
16 
Profits: 
intercompany profits in fixed asset 
transactions, 401-406 
inventory adjustments related to 
profits in fixed assets, 406 
intercompany profits in inventories, 
376-385 
elimination of, 376 
elimination of gross or net, 383 
entity theory, 474-475 
intercompany sales at a loss, 383- 
384 
inventoriable transportation costs, 
383 
market write-downs and intercom- 
pany profit deductions, 383 
per cent to be eliminated, 376-377 
profits from sales before affiliation, 
384-385 
treatment in consolidated working 
papers, 377-382 
Property and general bonded debt funds, 
553-556 
Proprietary accounts, 535 
Proxies, 462 
Public accounts, 523-563 
bond funds, 542-545 
budgets, 525-526 
funds, 523-524 
classification of, 524-525 
expendable, 524 
nonexpendable, 524 
definition, 523 
general fund, 524, 526-535 
governments and institutions, 523 
property and general bonded debt, 
553-556 
sinking fund, 545-548 
special assessment fund, 548-552 
special revenue fund, 535-539 
statements, 556-563 
Public utilities, 525, 554 
sinking fund method for depreciation, 
235 
Purchases: 
at book value: 
interest in partnership, 19 
subsidiaries, 307-309 
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Purchases (Cont.) 

foreign, 500-501 

interest in partnership, 17-24 

pooling of interests differentiated from, 
471 

realization and liquidation account, 
198-199 

of subsidiary stock, 416-418 


R 


Railroads, controlled by leases, 462 
Realization and liquidation account, 
193-205 
accruals, 199 
alternative statements, 204-209 
composition with creditors, 200 
continued operations, 201, 204-205 
contra-asset accounts, 198 
court-prescribed rules and regulations, 
193 
discounts, 199 
elements of the statement, 196-197 
illustration, 194, 202-203 
income statement, 197-198 
old and new accounts, 200-201 
premium or discount on securities, 200 
procedure in preparing statements, 
195-196 
sales and purchases, 198-199 
trustee’s cash account, 195 
Realization, liquidation and operations 
statement, 205-209 
illustration, 206, 208-209 
Receivables: 
installment sales, aging, 113 
intercompany, 318 
Receiverships: 
accounts, 179-192 
equity, 157-159 
expenses of, 158-159 
friendly or consent, 158 
opening new books, 179-180 
receiver appointed by court, 179 
variety of, 157-158, 179 
Reciprocal accounts: 
foreign branches, 504 
reconciliation: 
home office and branch accounting, 
300 
receivership accounts, 191 
Reciprocal affiliations, 479-488 
consolidated working papers, 488-494 
definition, 479 
father and son, 479-484 
son and grandson, 484-488 
Referee, bankruptcy proceedings, 159 
Remainderman, trusts, 259, 260 
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Reorganization, corporate, 160-161 
Replacement funds, 554 
Repossessed merchandise, 118-120 
Reserves: 
definitions, 169 
liability, 169 
sinking fund, 173 
surplus, 173 
valuation, 169 
Retained earnings: 
apportionment between different classes 
of stock, 455 
capitalization of, 356 
consolidated statement of, 322-332, 
390, 394, 399 
adjustments of, and elimination from 
subsidiaries’ retained earnings, 392 
intercompany profits in inventories, 
384-385 
procedures for preparing working 
papers, 322, 332, 394, 398-399 
subsidiaries: 
acquired in a pooling of interests, 
A471 
at acquisition of, 307-308 
allocation of decreases in, on lifo and 
fifo bases, 356-357 
change in parent’s equity, 421 
foreign subsidiaries, 513 
Retirement of a partner, 26-32 
Revenue and expense accounts, foreign 
exchange accounting, 506, PA 
Revenue funds, 524 
special, 535-539 
Revenues: 
cash receipts, 563 
statement of realization of revenues, 
556 
Revolving funds, 524 
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Salaries: 
managing participant, ventures, 76-77 
partnerships, 9-11 
drawings and, 10-11 
Uniform Partnership Act, 11 
Sales: 
consignment and sale distinguished, 
89-90 
of fixed assets: 
intercompany profits on, 401-406 
foreign, 501 
installment, 104-126 (see also Install- 
ment sales) 
intercompany, 333 
at a loss, 383-384. 


Sales (Cont.) 
realization and liquidation account, 
198-199 
of subsidiary stock, 416-418 
venture accounting, 76 
Saxe, Emanuel, 254n 
Securities and Exchange Commission, 
375 
Single ventures, 75 
Sinking funds, 524, 545-548 
Special assessment funds, 524, 548-552 
Special revenue fund, 535-539 
Statement of affairs, 155-178 
accounts and notes payable, 176 
accrued interest, 174 
additional costs before realization, 175 
assets partly pledged and partly free, 
175 
balance sheet differs from, 162 
contingent liabilities, 173 
deficiency account, 167-169, 172 
deficit, 175 
fully secured liabilities and pledged 
assets, 166 
liabilities having priority, 164-166 
liabilities secured by more than one 
asset, 174 
net free assets and deficiency to un- 
secured creditors, 167 
partially secured liabilities and pledged 
assets, 167 
for a partnership, 176 
purpose of, 162 
reserves, 169-173 
stock discount, 175 
stockholders’ equity per books, 167 
unexpired insurance, 174 
unsecured liabilities and free assets, 167 
used for credit purposes, 176 
Statements (see under name of statement) 
Stockholders’ equity: 
minority, 311-312, 474 
relationship of the parent’s equity to, 
463 
statement of affairs, 167 
Stores funds, 5389-541 
Subsidiaries (see Parent aid subsidiary 
accounting) 
Successive approximations method: 
circuit affiliations, 496 
father and son reciprocal affiliations, 
481-482 
son and grandson reciprocal affiliation, 
486 
Surplus reserves, 173 
Symbols: 
compound interest and annuities, 227 
depreciation, 232 
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T 


Tables, bond, 242-243 
Tables of amounts and present values, 
808-815 
amount of annuity of 1, 216, 812-813 
amount of 1, 212, 808-809 
present value of annuity of 1, 218-220, 
814-815 
present value of 1, 213-214, 810-811 
Taxes (see also Income taxes): 
accounting for, 527 
advantages, subsidiaries organized for, 
303 
in estate and trust accounting, 262 
public accounts for, 527 
on transfer of foreign earnings to the 
parent company, 518 
Teevan, John C., 155n 
Time drafts, 500 
Trade-ins, in installment sales, 116 
Transfers: 
cable, of exchange, 500 
interbranch, 301 
Transit, merchandise or cash in, 301 
Transportation costs: 
on goods received by branch, 301- 
302 
included in inventory valuation, 383 
Treasury stock, 424, 434-436 
“treasury stock”’ procedure in consoli- 
dated statements, 496-497 
Trial balance: 
after-closing, 32 
of fiduciary’s accounts, 273 
of foreign branch, 504-507 
of home office and foreign branch 
507-508 
working papers prepared from, 368 
statement working papers differ 
from, 368 
Trustees: 
accounts of, 282-283 
of insolvent businesses, 193 
cash account, 195 
reports of, 283 
testamentary, 259 
Trust funds, 524, 525, 552-553 
Trusts, 258-259 (see also Estates and 
trusts) 
cestut que trust, 259 
closing the trustee’s books, 283 
income beneficiary, 259, 260 
life tenant, 259 
opening trustee’s books, 283 
principal and income, 259-260 
accounting for income, 268-269 
accounting for prinzipal, 266-268 
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Trusts (Cont.) 
accrual questions, 260-263 
charge and discharge statement, 
276-280 
earnings and expenses apportioned 
between, 261-265 
impairment questions, 265-266 
items applicable to income, 264-265 
items applicable to principal, 263- 
264 
questions of classification, 263 
remainderman, 259, 260 
reports of trustees, 283 
testamentary, 259 
trustees, 259 
trustee’s accounts, 282-283 
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Uniform Partnership Act, 1, 11, 18 
on rights of creditors, 48 
Utilities: 
accounting procedure, 554 
accounts of, 525 
depreciation by sinking fund method, 
235 


v 


Ventures, 74 
accounts, 74-88 
definition, 74 
Dow Chemical Company, 88 
single, 75 
uncompleted, 82-84 
use of corporate form of organization, 
87-88 
Voluntary assignment, 157 
Voting control of subsidiaries, 461-462 
prerequisite to consolidation, 462 
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Wasting assets, as trust property, 265 
Working capital or revolving funds, 524, 
539 
Working papers: 
consolidated, 322-332 
of affiliated companies, 389~395 
balance sheet, 306-319 
book value at acquisition in, 414-415 
discount and premium on intercom- 
pany bonds in, 450-454 
intercompany profits in inventories 
in, 377-3882 
manufacturing operations in, 396- 
400 
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Working papers (Cont.) 
of reciprocal affiliations, 488-494 
statement of cost of goods manufac- 
tured, 398 
entity theory of consolidated state- 
ments, 475-478 
intercompany accounts, 335-339 
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Working papers (Cont.) 
intercompany profits on fixed asset 
transactions in, 404-405 
Workmen’s compensation insurance, 147- 
149 
Wright, L. Hart, 155” 
Write-downs, in inventory valuation, 383 
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terial applicable to the subject mat- 
ter of each chapter 


e incorporates a wide assortment of 
searching correlated problems rang- 


ing from easy to challenging and 
from short to moderately long 


e utilizes generally accepted contem- 
porary terminology 


Thoroughly professional in its ap- 
proach, this presentation gives special 
and discerning attention to such impor- 
tant subjects as partnerships, branches, 
installment sales, and insurance. It also 
offers a lucid, detailed analysis of es- 
tates and trusts, compound interest and 
annuities, with their accounting appli- 
cations and foreign exchange. 
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C.P.A., is editor of the Prentice-Hall 
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LER, PH.D., C.P.A., is Professor of 
Accounting, Michigan State University. 
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AN INCOME APPROACH TO ACCOUNTING THEORY— 
READINGS AND QUESTIONS 


edited by SIDNEY DAVIDSON, DAVID GREEN, JR., 
CHARLES T. HORNGREN, and GEORGE H. SHORTER, 
all at the University of Chicago 


Content and approach distinguish this volume from standard treatment 
of accounting. This is a collection of authoritative and significant 
articles reprinted from a variety of publications and comprising a 
broad range of viewpoints on fundamental topics of accounting. 


In contrast to the usual balance sheet approach, the readings and 
questions are organized in eight sections following an income state- 
ment approach to accounting theory: basic principles and definitions; 
revenue; cost of goods sold; selling, administrative, and other expenses; 
income taxes; income distribution; and uses and limitations of ac- 
counting reports. 


Published 1964 576 pages 


ACCOUNTING THEORY: CONTINUITY AND CHANGE 


by A. C. LITTLETON and VERNON K. ZIMMERMAN, 
both of the University of Illinois : 


This book offers an exploration of the development of accounting 
theory. The environmental background of the significant periods in 
the development of accounting practice are analyzed. Accounting 
Theory stresses the influence these conditions have had upon account- 
ing technology and ideology, making a beginning for accountancy 
for what in economics is called “the history of economic thought.” 


Published 1962 ; 304 pages 


C.P.A. REVIEW MANUAL, ‘Second Edition 
Edited by HERBERT E. MILLER, Michigan State University 


Here is a complete and detailed review of accounting theory, methods, 
and practices . . . essentials every potential C.P.A. candidate must be 
thoroughly familiar with to pass his examinations successfully. 


Nine leading specialists prepared the C.P.A. REVIEW MANUAL, 
2nd Edition to eliminate reference to a variety of other books while 
preparing for C.P.A. examinations. Using this manual saves time and 
energy—all the necessary information and advice are in a convenient, 
single package. 


Concisely, yet thoroughly, these nine authorities survey major areas 
from which C.P.A. examination questions are taken. Thus the manual 
presents a concentrated and sound review, not only of accounting 
theory, but of many important topics in the examination. 


Published 1956 600 pages 


PRENTICE-HALL, Inc. 
Englewood Cliffs, New Jersey 


